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FOREWORD 


Throughout history real property has been a basic form of wealth 
and, in the minds of most persons, represents as “sound” and enduring a 
value as one can find in this transitory and highly relative existence: It 
is essential to life, it remains fixed, its value is generally subject to fewer 
contingencies than that of other forms of wealth, and it can never be 
totally destroyed (except perhaps by inundation—and radiation). Man 
has always valued its possession and mourned its loss: it provides security, 
it represents wealth, and it gives status quite apart from political prerogatives 
which in former days “ran with the land.” Elaborate provisions of law 
devised to protect the owner in possession and to regulate the transfer of 
real property have enhanced its ownership. 

It is not surprising that credit, in its infancy, sought real property as 
security to insure repayment, and that the Roman fiducia and later the 
hypothecation of land, or the mortgage, as it became known in English 
law, were among civilized man’s earliest credit transactions. It remains one 
of modern man’s most important credit transactions. Today—no matter 
under what “theory” it operates, title, lien, or “intermediate”—a mortgage 
is not merely a conditional conveyance or pledge for debt incurred; it is 
an important credit instrument of our modern economy, serving a prosper- 
ous and expanding society that is highly mobile both horizontally (i.e., 
geographically) and vertically (i.e., income- or status-wise). Few indeed 
are the young couples who expect to burn the mortgage on their twenty- 
fifth wedding anniversaries; they expect to have moved on and/or up by 
then, paying off another mortgage, or perhaps a third. 

In an earlier issue of the Law Forum, devoted to “Chattel Security 
Transactions,” Professor William D. Warren wrote, “. . . if there can be 
said to be an ‘American way of life,’ it is in large measure paid for on 
the installment plan.” * While we cannot treat a mortgage on a home as 
we would a note on a television set, because of the immense difference in 
social and monetary values involved, we cannot view the mortgage in 
1957 as our grandfathers did. Today, the concept of the mortgage is 
generally liberal, and, one might say, creative rather than conservative, 
and without any apparent increase in risk to the lender. The mortgage 
is not, as it once was, merely the business of banks seeking “sound” 
investments; it is the very basis of existence of thousands of local savings 
and loan institutions. This broadened function of the mortgage, to create 
housing for millions of family units and to provide stimulus for our 
consumer economy—in short, to raise continually our standard of living— 
is likewise the reason for, and in part the result of, the program of govern- 
ment-insured loans. The interaction of money supply, the mortgage market, 


“Warren, Tools of Chattel Security Transactions in Illinois, 1956 U. It. L. 
Forum 531, 555. 











and activity of the construction industry provides us with one of the 
surest indices of national economic health. 

To the lawyer who sees the mortgage in its classic form, this may be 
quite beside the point. It does suggest, however, that even if we do not 
wish to take a mew look at the mortgage, we ought to take another look 
at it in its modern setting. Where does the money come from? What 
are the forms which the mortgage can take? How is the mortgage made? 
Upon what values is it based? What are the remedies available to mort- 
gagor and mortgagee, and do they comport with the basic purpose and 
place of the mortgage in our modern economy? What are the tax con- 
siderations attendant upon a mortgage? These are the questions answered 
by our contributors in this issue. 

We regret to record that Mr. John F. Dennisson, who had originally 
undertaken to write the article on “The Tools of Real Estate Financing” 
suddenly passed away July 4, and we are grateful to Mr. Thomas H. Fegan 
for taking Mr. Dennisson’s place. Mr. William C. Prather responded to our 
appeal on short notice when, owing to circumstances beyond his control, 
Mr. Milton M. Hermann was prevented from making his contribution, and 
Mr. Prather likewise has our gratitude. 

Contents of the next two issues, and the subject of the third, are an- 
nounced on the inside front cover. Subsequently, “Illinois School Law” will 
be treated in the Fall, 1958 issue and “Businesses in Difficulty” in the Winter, 
1958 issue. The latter topic is not to be taken as a forecast of economic con- 
ditions; it follows logically on our previous treatment of business problems. 
At its meeting in November, the Council of Practicing Lawyers agreed on 
topics for the issues of Spring and Summer, 1959. They are “Damages” and, 
in commemoration of the expected opening of the St. Lawrence Seaway, 
“Legal Problems of an International Trade Center.” The comments of 
readers on these two symposia, which are still in formative stage, would be 
welcomed. 


Pau O. ProeHL 
Editor, Law Forum 








TOOLS OF REAL ESTATE 
FINANCING 


BY THOMAS H. FEGAN * 


INTRODUCTION 


THE EXACT TIME of the origin of the practice of pledging real property 
as security for a debt is not clear, but there is evidence that it was known 
among the early Jews, Greeks, and Romans, and in England the idea appears 
to have passed from the Romans to the Anglo-Saxons.! It seems to have 
been a natural development of civilization and reason would indicate that 
in any lender-borrower relationship the pledging of property to fortify a 
promise of repayment would naturally suggest itself. Until fairly modern 
times the obtaining of a loan through the use of real estate as security has 
followed a simple mortgage pattern. 

In recent years, however, the lending and borrowing of money has 
tended to become more complex. The vast growth of commerce and in- 
dustry has been accompanied by an ever increasing demand for improved 
real estate and for borrowed capital. During the same period there has 
been a tremendous growth of insurance companies, banks, and other finan- 
cial institutions with huge sums of available funds for investment. The 
complexities of wide spread real estate holdings, real estate of a special pur- 
pose nature, and title holding arrangements dictated by tax considerations, 
have tended to take many borrowers out of the class of the traditional 
mortgagor who owned a parcel of readily salable real estate and who 
borrowed money and pledged the real estate as security. On the other 
hand, banking laws and investment statutes have dictated the investment 
limitations of financial institutions. Out of the interworking of this complex 
demand for borrowed capital on the one hand, and the ability to satisfy 
such demand within legal limits on the other, has evolved a number of varia- 
tions from the usual mortgage pattern. 

The practicing attorney today should have, in a general way, a knowl- 
edge of the more commonly used real estate financing devices available, 
the advantages and disadvantages of each, and the basic legal principles 
applicable to each. 

MORTGAGE 


Basically, the usual mortgage loan is a simple transaction. In accordance 
with an understanding or agreement, one person lends money to another, 


* THOMAS H. FEGAN. LL.B. 1940, Loyola University, Chicago; mem- 
ber, Real Estate Committee, Chicago Bar Association; Assistant Counsel, 
The Equitable Life Assurance Society of the United States, Chicago, 
Illinois. 


11 Jones, A TREATISE ON THE Law or Morteaces or REAL Property c. 1 (8th ed. 
1928). 
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the indebtedness and agreement concerning repayment being set forth in a 
promissory note, and the repayment being secured by a conveyance or 
mortgage of real estate. There is no necessity for the purpose of this article 
to trace the history of the development of the real estate mortgage to its 
present status and usage. It is necessary, however, for a full understanding 
of the present day mortgage, to keep in mind that originally in England at 
common law a mortgage was considered a conditional estate and was subject 
to the strict rules applicable to other estates upon condition, the condition 
being that upon payment of the debt at a fixed time the estate terminated, 
but upon breach of the condition the conveyance became absolute. Chancery 
courts, in seeking to relieve the debtor from the harsh results of the com- 
mon-law doctrine, resorted to the equitable principles of the civil law and 
over a period of time developed what has become the equity of redemption.? 

In the United States, through statutory enactments and the administer- 
ing of legal and equitable rights by the same courts, the mortgage theory has 
tended to become confused. Some states follow the equitable theory that a 
mortgage gives no legal estate in the land, but is simply a lien thereon, the 
mortgagor remaining both the legal and equitable owner of the fee.® Illinois 
has adhered to the rule that at law a title vests in the mortgagee, but only 
for the protection of his interests. The mortgagee is the legal owner for 
only one purpose, while, at the same time, the mortgagor is the owner for 
every other purpose and against every other person. The mortgagee’s title 
is extinguished by operation of law when the mortgage debt is paid off or 
becomes barred by the statute of limitations.* 

In 1929 the Illinois Supreme Court in Rohrer v. Deartherage ® set forth 
the mortgage theory in Illinois as follows: 


“In this State a mortgagor is the legal owner of the mortgaged premises 
against all persons except the mortgagee and his assigns. (Williams v. Wil- 
liams, [1916] 270 Ill. 552 [110 N.E. 876]; City of Chicago v. Sullivan Ma- 
chinery Co. [1915] 269 id. 58 [109 N.E. 696]; Seaman v. Bisbee, [1896] 
163 id. 91 [45 N.E. 208]; Barrett v. Hinckley, [1888] 124 id. 32 [14 N.E. 
863]; Emory v. Keighan, [1878] 88 id. 482; Hall v. Lance, [1861] 25 id. 
277.) While a mortgage conveys a title as between the mortgagor and the 
mortgagee, it is only a qualified title as security for the creditor during the 
existence of the debt, and the mortgagor is regarded as the owner of the 
land for all beneficial purposes, subject only to the rights of the mortgagee. 
(Theiner v. Speckin, [1919] 290 Ill. 181 [124 N.E. 826]; Fitch v. Pinckard, 
[1842] 4 Scam. 69.) After condition broken, however, the mortgagee is, as 
between him and the mortgagor, the owner of the fee. (Ladd v. Ladd, 


21 JoNnEs, op. cit. supra note 1. 

3 Trustees of Union College v. Wheeler, 61 N.Y. 88 (1874). 

*Lightcap v. Bradley, 186 Ill. 510, 58 N.E. 221 (1900); Barrett v. Hinckley, 124 
Ill. 32, 14 N.E. 863 (1888). 

5 336 Ill. 450, 168 N.E. 266 (1929). 
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[1911] 252 Ill. 43; Ware v. Schintz, [1901] 190 id. 189 [60 N.E. 67]; 
Waughop v. Bartlett, [1897] 165 id. 124 [46 N.E. 197]; Esker v. Heffernan, 
[1895] 159 id. 38 [41 N.E. 1113]; Oldham v. Pfleger, [1876] 84 id. 102; 
Barrett v. Hinckley, supra [(1888) 124 Ill. 32, 14N.E. 863].) The mortgagor 
has the right to sell or make leases of the premises, and his grantee or lessee 
will have the right of possession until default in the terms of the mortgage, 
but the mortgagor cannot make a lease of the mortgaged premises which 
will give greater rights than he himself possesses or will interfere with the 
right of the mortgagee to enter for condition broken. After condition 
broken, ejectment may be maintained by the mortgagee against the mort- 
gagor or those to whom he may have assigned the equity of redemption. 
(Taylor v. Adams, [1886] 115 Ill. 570 [4 N.E. 837].) Upon default in the 
condition of the mortgage the mortgagee has the right to possession against 
the mortgagor, his grantee, lessee or anyone claiming under him by any 
right. In such case the mortgagee has several remedies which he may pursue 
to enforce the payment of his debt. He may sue the mortgagor in assumpsit 
for a judgment upon the personal obligation; he may sue in equity for the 
foreclosure of the mortgage; or he may recover the possession of the mort- 
gaged property by an action of ejectment. These remedies are concurrent 
or successive, as the mortgagee may deem proper, and he may pursue any 
two or all three of the remedies simultaneously. (Bradley v. Lightcap, 
[1903] 202 Ill. 154 [67 N.E. 45]; Fish v. Glover, [1895] 154 id. 86 [39 N.E. 
1081]; Harper v. Ely, [1873] 70 id. 581; Rogers v. Meyers, [1873] 68 id. 
92; Carroll v. Ballance, [1861] 26 id. 9; Vansant v. Allmon, [1859] 23 id. 
26.)” 8 

The great majority of real estate financing transactions in Illinois today 
continue to be on a mortgage basis. The reasons, of course, are fairly 
obvious: 


(1) The mortgage form has remained short and simple. The statutory 
form occupies less than a page.? Lenders have found that it is best to elabor- 
ate somewhat on the statutory form, but in most cases printed forms of four 
pages or less are used. The mortgage pattern is flexible enough, however, 
to permit the covering of complex covenants simply by adding to the basic 
form as in the case of restrictive financial covenants agreed to by a corporate 
mortgagor. 

(2) The rights and obligations of the parties to a mortgage are well 
understood. 

(3) Most lenders and most borrowers are not concerned with their tax 
positions resulting from the use of the mortgage as a financing device. The 
borrower has the benefit of depreciation of the improvements and an in- 
come tax deduction for interest paid. The lender, of course, pays a tax on 


6 Id. at 454-55, 168 N.E. at 268. 
TItt. Rev. Stat. c. 30, § 10 (1957). 
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the interest received. The devices available for changing this tax position 
are of interest to lenders and borrowers only in a relatively small percentage 
of real estate financing transactions. 

(4) The borrower retains complete control of the real estate so long 
as no default occurs. It can refinance if interest rates decline to obtain a 
lower debt service cost provided a prepayment privilege has been reserved. 
It can prepay in part to reduce funded debt or it can refinance for a larger 
amount if the equity in the property permits. This freedom of action is not 
available under other financing devices. 

(5) The lender is able to keep its funds in a much more liquid position 
through shorter term lending, and such funds are better secured since the 
ratio of loan to value is lower in a mortgage loan than in other financing 
devices. 


The foregoing are only some of the advantages of the mortgage. Others 
will become apparent in the analysis of the various methods available in 
considering particular transactions. Because of the simplicity and flexibility 
of the mortgage form, its use is recommended in all real estate financing 
transactions where other devices are not clearly more advantageous by rea- 
son of special requirements and circumstances involved in the individual 
financing situation. 


TRUST DEED 


In a trust deed, as distinguished from a mortgage, title is conveyed to a 
third person or trustee, for the benefit of both the maker and holder of the 
evidence of indebtedness. In Illinois, case law and the statutes treat a trust 
deed in the nature of a mortgage as a mortgage.® The advantages and dis- 
advantages in using a trust deed rather than a mortgage are of a practical 
rather than of a legal nature. While there is some general use of the trust 
deed form, mortgage brokers particularly like it because it is more adaptable 
to their mode of operation. It is not unusual for a mortgage broker to repre- 
sent a dozen or more investors, usually insurance companies or pension funds. 
At the time the documents are executed by the borrower and the loan dis- 
bursed, the broker is usually not certain to whom the loan will be negotiated. 
By taking a trust deed and a bearer note he is in position to make delivery to 
anyone without the necessity for recording an assignment of the security 
instrument as would be the case if a mortgage was used. This feature alone 
saves substantial recording fees and is probably the most compelling reason 
for the use of the trust deed form in Illinois. 

A trust deed and bearer note can also be used to conceal the identity 
of the actual investor if this result is desired. After disbursement of the 
loan by a broker, and the sale of the loan to the investor, arrangements can 


8 Id. c. 3, § 152; c. 95, § 23; c. 83, § 11b. 1 Reeves, THe Law or Mortcaces AND 
ForEcLosures IN ILLINOIS c. 9 (1932). 
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be made through the broker or a bank for collection of interest and principal 
payments from the borrower. The note is usually identified by the trustee 
and can be exhibited by the collection agent to authenticate the collection 
arrangement. The loan can be disbursed, repaid, and the trust deed re- 
leased without the borrower ever becoming aware of the identity of the 
lender. 

Most large lenders consider the relatively small advantages of the trust 
deed as being more than offset by the problems frequently encountered in 
clearing trust deeds from the record even when corporate trustees are used. 
A trustee under a trust deed will not execute a release deed until the can- 
celled note and trust deed are presented for examination, and ordinarily a 
release fee is charged by the trustee. This fee is usually graduated, based 
upon the size of the original loan.® 

Both of these requirements of the trustee, while recognized as necessary, 
have created public relation problems for lenders who cannot afford the loss 
of good will resulting from release charges not anticipated by the borrower 
and the problems created by loss or destruction of the loan documents by 
a borrower after delivery to him by a lender but before presentation to the 
trustee. Borrowers feel, and perhaps rightly so, that after payment in full 
of a loan they should not have to pay an additional fee to obtain a release. 
Quite frequently, also, borrowers upon payment in full of a loan and re- 
ceipt of the cancelled documents will not immediately obtain the release 
deed from the trustee. Sometime later, because of a new financing or sale, 
a clearance of the old trust deed from the record becomes necessary and 
the borrower is unable to locate the cancelled documents. When he applies 
to the trustee for a release he finds that he not only has to pay a release fee, 
but because the trustee is unable to actually verify the fact that the note 
has been marked paid, he must also furnish the trustee with a fairly ex- 
pensive bond to protect the trustee against the possibility of loss resulting 
from the missing note. Large lenders prefer a mortgage, since a release can 
be executed without an additional charge, and in the event of lost documents 
duplicate releases can be freely executed. 

In most jurisdictions where a trust deed is used in preference to a 
mortgage, the reason can be attributed to a difference of foreclosure remedies 
available to the lender. Usually a trust deed grants to the trustee a power 


®One large corporation in the Chicago area named frequently as trustee in trust 
deeds has the following schedule of fees for releases: 


$1,000 or less of indebtedness $ 5.00 
Over $1,000 and including $5,000 7.50 
Over $5,000 and including $10,000 10.00 
Over $10,000 and including $15,000 15.00 
Over $15,000 and including $20,000 20.00 
Over $20,000 and including $25,000 25.00 
Over $25,000 and including $50,000 35.00 
Over $50,000 and including $100,000 50.00 


Over $100,000 1/20 of 1% 
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of sale, and a sale made by a trustee is free of the infirmities attendant upon 
a sale by a mortgagee under a power of sale clause contained in a mort- 
gage.10 

No such difference of foreclosure remedies exists in Illinois, since a sale 
under a power contained in either a mortgage or a trust deed is not per- 
mitted by statute.!! 


CORPORATE TRUST DEEDS 


The tremendous industrial development of the last hundred years cre- 
ated a demand for borrowed funds in amounts that could not be supplied 
in individual instances from a single source. The corporate trust deed was 
a logical development to meet this need. This device permitted a trustee 
to take title to the mortgaged property as security for the benefit of numer- 
ous investors and provided for a unity of action not otherwise possible. 

The corporate trust deed securing corporate bonds should be dis- 
tinguished from the ordinary mortgage or trust deed of a corporation be- 
cause of the complex documents involved. While basically a mortgage in- 
strument, it has in the last thirty or forty years grown to the point where 
it now fills anywhere from seventy-five to one hundred and fifty or more 
printed pages. Despite continuing criticism by the legal profession, the 
document continues to grow in both length and complexity. It has been 
said, and with some truth, that an attorney assigned to the task of drafting 
a corporate trust deed uses as a starting point several existing trust deeds. 
He is fearful of deleting clauses previously used, although they may seem 
meaningless, because he is uncertain as to why they were included in the 
prior documents. Instead, he adds several clauses or enlarges upon existing 
clauses to cover pertinent points in the current transaction, and the docu- 
ment thus resulting becomes the starting point or example for future docu- 
ments.?? 

Just the outline of the parts of a typical and fairly simple corporate 
trust deed, with an approximation of the number of pages devoted to each 
part, will convey in some measure an understanding of the draftmanship 
problems involved. 


Pages 
1. Preamble and Recitals 10 
2. Granting Clauses (vary depending upon length of legal 
description) 5 
3. Definitions 5 


103 JoNES, Op. cit. supra note 1, at c. 40. 

11 Tut. Rev. Stat. c. 95, § 23 (1957). 

12 Drinker, Concerning Modern Corporate Mortgages, 74 U. Pa. L. Rev. 360, 361 
(1926); Draper, A Historical Introduction to the Corporate Mortgage, 2 Rocky Mr. L. 
Rev. 71, 95 (1930). 
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4. The Bonds 7 
5. Application of Trust Moneys 2 
6. Covenants of the Mortgagor 20 
7. Redemption of Bonds and Sinking Fund 3 
8. Remedies 12 
9. Consolidation, Merger, etc. 2 
10. The Trustee 5 
11. Supplemental Indentures and Modifications 2 
12. Defeasance 2 
13. Sundry Provisions 4 


It can be seen from the foregoing that legal fees and printing costs are 
necessarily large; the use of the corporate trust deed is not recommended 
unless the size of the transaction justifies the cost involved. 

The financing requirements of the expanding transportation industry 
around the middle of the nineteenth century created the need for an im- 
proved device to raise capital in large amounts for the acquisition of real 
estate and equipment. The corporate trust deed was peculiarly adaptable 
to the situation. One of the first corporate mortgages was made by the 
Morris Canal and Banking Company in 1830 to an individual trustee to se- 
cure a loan of $750,000.00.'* Other canal and railroad companies quickly 
adopted the device, and there was a shift to the use of a corporate trustee.’* 

What developed, of course, was an entirely new concept of corporate 
financing. Previously a corporation raised capital by issuing stock which 
watered down control of the original stock holding group, or it attempted 
to borrow funds from a single source which subjected it to all of the 
appraisals and investigations demanded by a prudent lender. The corporate 
trust deed, on the other hand, permitted the issuance of bonds in small de- 
nominations for sale to the general public. 

The use of the corporate trust deed quickly spread to other types of 
industry. During the 1920’s this method was used to finance all sorts of real 
estate projects. Even small apartment buildings were financed with one or 
more bond issues secured by corporate trust deeds. The overfinancing 
abuses of this period made possible by the corporate trust deed became all 
too apparent in the depressed real estate market of the early 1930’s. As far 
as the general public was concerned the so-called “gold bond” of the small 
real estate holding corporation fell into disrepute as an investment. 

Currently of interest to the lawyer in the real estate field has been the 
development in recent years of the acceptance by insurance lenders of the 
theory of the corporate trust deed as a financing device in lieu of a con- 
ventional mortgage. The investment authority of an insurance company is, 


18 Willink v. Morris Canal and Banking Co., 4 N.J. Eq. 377 (1843). 
14 McCLeLLaNpD & FisHER, THE Law or Corporate Mortcace Bonp Issugs c. 1 
(1937). 
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of course, subject to statutory control. Most investment statutes provide 
percentage limitations on mortgage loan amounts in relation to the appraised 
value of the security. With some few exceptions such statutes authorize 
conventional real estate mortgages not in excess of two-thirds of the ap- 
praised value of the security. 

Such investment statutes also authorize the purchase of corporate obli- 
gations that are secured by adequate collateral security and having invest- 
ment qualities and characteristics wherein the speculative elements are not 
predominant. 

Under the “corporate obligation” section of investment statutes, in- 
surance lenders can invest in corporate bonds secured only by the credit 
of the issuing corporation. Utilizing the authority contained in this section 
of the statute, such lenders have developed a policy of investing in so-called 
real estate bond issues, in which both the credit of the corporation and the 
value of the corporate real estate are of importance. Although there is no 
statutory percentage limitation in such transactions, the amount of bonds 
purchased seldom exceeds the value of the real estate and usually is arbi- 
trarily limited to eighty per cent or ninety per cent of the value of the real 
estate. In addition, the credit of the issuing corporation can be established 
by its future income if the income is from firm leases for adequate periods 
of time to tenants with high credit ratings. 

An example of this method of financing can be found in many of the 
multiple occupancy office buildings being erected throughout the country 
at the present time. The obvious advantage of this financing method is the 
reduced equity investment requirement imposed upon the borrower. 

The corporate trust deed, of course, continues to be an important 
financing device for expansion and working capital for all types of in- 
dustrial, commercial, and public utility corporations, whether bonds are 
widely sold to small investors or sold to one or several large investors. 


CONSTRUCTION LOAN AGREEMENTS 


Ordinarily a multiple-draw construction loan is secured by a mortgage 
or trust deed supplemented by a Building and Loan Agreement. The note 
and the mortgage are in the usual form except that the note provides that 
amortization of principal will not commence for a period of six or eight 
months to allow for the construction period, and some provision is made for 
the accrual of interest on each disbursement from the date of each disburse- 
ment. The mortgage recites that it is security for a multiple disbursement 
loan and refers briefly to the Building and Loan Agreement for the condi- 
tions governing disbursement of each draw by the lender. This is done to 
protect the prior nature of the lien of the construction mortgage against 
liens accruing subsequent to recording but prior to the final disbursement.!5 


15 Tut. Rev. Stat. c. 30, § 37a (1957). 
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The Building and Loan Agreement, if properly drafted, should cover 
all contingencies that may arise during the construction period. Anyone 
familiar with construction lending, especially in the residential field, is 
aware of the almost countless problems that can and do arise to plague the 
lender. It is well, therefore, to attempt to put in writing the rights and 
obligations of both borrower and lender and, if possible, to tie the con- 
tractor into the agreement. 

A Building and Loan Agreement should specifically cover the follow- 
ing points: 


(1) the identification and approval of the plans and specifications, the 
building contract, and the building permit; 

(2) the obligation of the borrower to erect the improvements in ac- 
cordance with the plans and specifications within a specified period 
of time and in accordance with laws and ordinances applicable 
thereto, with completion bonds, if required; 

(3) the rights of the lender to inspect construction and to disapprove 
construction or materials if not in accordance with the plans and 
specifications; 

(4) the obligation of the borrower to disburse his equity money and 
to exhibit proof of disbursement and waivers of lien prior to dis- 
bursement of the first draw by the lender in order to insure that 
the lender’s money is adequate to complete; 

(5) a construction schedule showing the various stages of construction 
required for each disbursement; 

(6) the procedure for having deviations from plans and specifications 
and extras approved and a provision for payment of the additional 
cost thereof, if any; 

(7) the pay-out procedure, whether by way of reimbursement to the 
borrower after he has paid contractors and material suppliers, to 
the general contractor after he has paid sub-contractors and ma- 
terial suppliers, or direct to the general contractor, sub-contractors 
and material suppliers; 

(8) requirements as to contractors’ affidavits and waivers of lien at the 
time of each payment; 

(9) a survey showing the foundations prior to the first disbursement 
and a recertified survey showing the location of all improvements 
prior to the final disbursement; 

(10) rights of the lender in the event of default by the borrower during 
the course of construction, including the right to foreclose the 
mortgage, to use the balance of the loan funds to complete con- 
struction and, if necessary, to advance funds over and above the 
loan amount to complete construction and to add such advance- 
ments to the indebtedness secured by the mortgage. It should be 
made clear that a default by the contractor is a default by the 
borrower. 
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The attorney representing either a borrower or a lender in a construc- 
tion loan case should bear in mind that the contractor is a vital party in the 
transaction, since the rights and obligations of both are conditioned upon 
representations made by the contractor. For instance, the amount of the 
loan and the borrower’s cash requirements are both determined by the con- 
tractor’s estimate of cost of completion. A variation of cost upward by 
even a small percentage may create serious difficulties if the borrower is 
unable to raise the additional cash required and the lender is unwilling to 
increase the loan. Cessation of work for a period of time or failure to com- 
plete within a reasonable time may constitute a default by the borrower 
under the terms of the construction loan agreement. Completion bonds are 
available to indemnify both lender and borrower against these contingencies. 
Lenders have found, however, from a practical standpoint that the best way 
to avoid trouble is to investigate the contractor thoroughly before agreeing 
to make a construction loan. Only contractors with satisfactory perform- 
ance records and good credit ratings are acceptable to most lenders. 


SALE AND LEASEBACK 


The University of Illinois Law Forum, volume 1955, number 4, contains 
an article, “Sale and Leaseback Transactions,” written by Frank G. Bernard 
and Sidney M. Perlstadt, which contains a full discussion of the sale and lease- 
back as a real estate financing device. Since this has been the most important 
new financing device to develop in recent years, and since the tax con- 
siderations involved in its use are quite important, the reader is referred to 
the above-mentioned article for information on the subject. 


LEASES 


Leases, while not considered as a financing device, have become in- 
creasingly important as a portion of the collateral supporting many mort- 
gage loans. The normal approach to real estate financing is to appraise the 
physical or market value of the real estate and to loan an amount which 
the lender feels can be recovered from the foreclosure and sale of the prop- 
erty if the debt is not paid by the borrower. The use of this approach in 
dealing with special purpose buildings and most factory buildings, because 
of the limited market for the properties involved and the consequent 
diminished sale price in the event of a forced sale, would result in loans too 
conservative for the purposes of the borrower. If the borrower is of a sub- 
stantial nature, reliance can be placed upon the borrower’s reliability in 
payment of its debts and upon the recovery of a deficiency judgment if a 
foreclosure fails to repay the indebtedness in full. 

In many transactions, however, the borrower has no credit standing, 
being a corporation whose only asset is the real estate involved, a small 
individual investor, or even a trustee under a land trust. In such a situation 
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the only basis upon which most lenders will consider such property as 
security for a mortgage loan of a relative high percentage of loan to ap- 
praised value, will be upon the basis of a firm lease demising the property 
for a term of years either equal to or in excess of the term of the loan, to 
a tenant with a satisfactory credit standing. The credit of the tenant in this 
case takes the place of the credit of the borrower, since a fixed or minimum 
earning ability of the property is established. The lender, in addition to a 
mortgage on the property, takes an assignment of the lease as collateral se- 
curity. The lender may either require that all rental payments be made 
direct to the lender, who will deduct the mortgage payment and remit the 
balance to the owner; or the assignment may be conditional, with the tenant 
making rental payments to the owner until such time as a default occurs 
under the mortgage, at which time the lender may then direct the tenant 
to make rental payments to the lender. The assignment agreement gen- 
erally prevents the owner from anticipating rentals and from cancelling or 
amending the lease in any way without the lender’s consent. 

Since the lease in such cases constitutes an important element in the 
financing, an attorney for a borrower would be well advised before entering 
into a firm lease with a tenant to consult with the lender to determine the 
lender’s requirements as to the lease. Lenders’ requirements may vary but, 
in general, a lease should be firm for the term demised with a minimum of 
opportunities afforded to the tenant to cancel. The most acceptable lease, 
of course, is the net lease, under which the lessor has no obligations and the 
lessee undertakes to maintain the property, to pay taxes, etc. The gross 
lease, under which the lessor covenants to perform certain functions, should 
limit the lessee’s remedies, in the event of a default by the lessor, to a cor- 
rection of such defaults with a right of offset against rentals but should not, 
insofar as possible, permit the lessee to cancel the lease. If this is not 
possible, the minimum requirement should obligate the lessee to notify the 
lender of the lessor’s defaults and permit the lender adequate time to correct 
such defaults before the lessee can cancel. 

Care should be taken to keep out of the lease, provisions which are 
generally known to be objectionable to lenders. For example, most lenders 
will not consider a lease acceptable that contains an option in the lessee to 
purchase, even though the option price is in excess of the loan amount, or 
even though it cannot be exercised until a time subsequent to the maturity 
date of the loan. Some lenders consider such option right an encumbrance 
on title which prevents the mortgage from being a first lien, and lenders 
generally take the position that if it becomes necessary to foreclose, they 
want to be able to deal with and to dispose of the property without the 
limitations imposed by an option in the lease. 

Lenders also object to lease provisions that grant to the lessee an option 
to call upon the lessor to enlarge the building demised, no matter how 
favorable the rent adjustment provisions are. The lender has no way of 
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knowing if the lessor will be either willing or able to construct an addition 
when called upon to do so by the lessee. It is also the type of default that 
lenders are not willing to cure, since the erection of the addition by the 
lender would, in effect, constitute a one hundred per cent mortgage insofar 
as the addition is concerned. It is worth repeating that an attorney acting 
for a borrower in a situation where a lease is an important element in the 
financing should consult the lender before any firm lease is executed with 
the tenant. 


INSTALMENT LAND CONTRACTS 


The instalment contract for the purchase of real estate is used primarily 
in the situation where the purchaser is unable to obtain financing in an 
amount which, together with the purchaser’s equity investment, will pay a 
construction cost or a purchase price in full. Under such circumstances, 
a seller or builder is sometimes willing to deliver possession of real estate to 
a purchaser having a satisfactory credit rating and the ability to pay a 
substantial monthly or quarterly payment with a relatively small initial 
payment and a contract arrangement for the balance. The usual contract 
reserves all legal and equitable title in the vendor. The vendee is granted 
the right to possession and assumes obligations similar to those of a mort- 
gagor under a mortgage in reference to the payment of taxes, insurance, 
and special assessments, the maintenance of improvements, prevention of 
waste, etc. The interest of the vendee is generally subject to forfeiture in 
the event of a default under the contract. The vendee is usually granted 
the right to request a conveyance of the fee title when the balance of the 
purchase price has been reduced to the amount due on an existing mortgage 
on the premises, or, if there is no mortgage, then when the balance due 
represents a specified percentage of the original purchase price. This right 
is usually coupled with either an obligation on the vendor to accept a pur- 
chase money mortgage for the balance due, or an obligation on the vendee 
to obtain financing from an outside source to complete full payment of the 
contract balance. 

As a general rule, the Illinois courts have held that the doctrine of 
equitable conversion will apply where a contract to purchase real estate has 
been entered into. The rule is based upon the equitable doctrine that where 
such a contract is entered into, it is the intention of the parties that title to 
the property pass to the purchaser, the only right remaining in the seller 
being the contract price.'® 

It has been argued, however, that this doctrine will not apply to instal- 
ment purchase contracts where it is clearly apparent that it was not the 
intention of the parties to vest title, either legal or equitable, in the vendee 
prior to the time the vendee is entitled to a deed under the contract. This 


16 Knights v. Knights, 300 Ill. 618, 133 N.E. 377 (1921); Lewis v. Shearer, 189 Ill. 
184, 59 N.E. 580 (1901); 20 Int. L. Rev. 712 (1926). 
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argument is based upon the contention that an equity court, in imposing the 
doctrine of equitable conversion, is trying to carry out the intention of the 
parties and that in cases where it is clearly evident that the intention of the 
parties was otherwise, the doctrine will not be invoked.!" 

It is well, therefore, in drafting an instalment land contract specifically 
to reserve to the seller both the legal and equitable title to avoid the pos- 
sible interpretation of the transaction as a mortgage. 

The instalment land contract has been very effectively used by in- 
dustrial district developers in attracting small growing manufacturing and 
industrial companies. Most of these companies are of too recent origin 
to have an earnings history satisfactory to the large lenders, or because 
of rapid expansion are without sufficient capital to make the necessary 
equity investment required by a mortgage financing. The industrial district 
developers have been willing to construct factory and warehouse buildings 
for such companies on an instalment contract basis. The theory of the 
vendor has been that one-story all-purpose factory buildings in an industrial 
area are readily salable, and since the real estate can be recovered quickly 
if the vendee defaults on the contract, no great risk is taken. The instal- 
ment land contract has also been used effectively in the sale of higher priced 
residences. 

The tax position of the parties to an instalment land contract transaction 
is approximately the same as the position of the parties to a mortgage. The 
contract purchaser should have the benefit of depreciation of the improve- 
ments and an income tax deduction for interest paid. The contract seller, 
of course, pays a tax on the interest received and treats the profit either as 
income or as a capital gain, depending upon the nature of the transaction. 


PLEDGING OF BENEFICIAL INTERESTS UNDER A TRUST 


There appears to be a growing practice by banking institutions to loan 
funds and to take as security a conditional assignment of beneficial inter- 
ests under an Illinois Land Trust. Usually such assignments are coupled 
with a direction to the lender to sell and convey such beneficial interests 
in the event of default and to apply the proceeds in payment of the debt. 

It is well established in Illinois that the interest of the beneficiary in a 
land trust is personal property, provided the standard form of trust agree- 
ment is used containing an express provision stating that such beneficial 
interest is personal property.'8 

It would appear, therefore, that this pledging of beneficial interests as 
security for a debt would be a simple method of circumventing the right 
to an equity of redemption. Upon default, an immediate sale of the bene- 


1729 Itu. L. Rev. 97 (1934). 


18 Breen v. Breen, 411 Ill. 206, 103 N.E.2d 625 (1952); Smith v. Kelley, 387 Ill. 213, 
56 N.E.2d 360 (1944); Duncanson v. Lill, 322 Ill. 528, 153 N.E. 618 (1926). 
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ficial interests can take place and the purchaser, if he so desires, can direct 
the trustee to convey the legal title in any manner desired. There is nothing 
in the record title to complicate this procedure. 

In DeVoigne v. Chicago Title and Trust Co.,’® the court indicated that 
it would not permit the use of this device to deprive a borrower of his 
equity of redemption. In this case the complainant, owner of a lot, had 
entered into a contract for the construction of a house but was unable to 
pay for the work as it progressed. In order to give the contractors security, 
the complainant created a trust vesting the entire legal and equitable title in 
the trustee and providing that if the complainant paid the balance due the 
contractors within sixty days after completion of the work, the trustee 
should reconvey to the complainant; but that if such payment was not 
made, the trustee, after giving notice to all parties, should sell the land at 
public auction. After default the property was sold by the trustee. The 
complainant contended that the trustee had no power to make the sale and 
that the documents amounted to a mortgage. The court denied the com- 
plainant the relief requested, but the decision was based upon the fact that 
there were subsequent agreements which cancelled the indebtedness of 
complainant in exchange for an interest in the proceeds of sale. The court, 
however, as dictum stated, in reference to the trust, that it was intended 
as a mortgage and was void as a device to circumvent the statute requiring 
an opportunity to redeem. 


The court said: 


“The deed and trust agreement were executed at the same time, re- 
lated to the same subject matter and were parts of the same transaction. 
They were intended to secure obligations of the complainants to the 
contractors, and the trust agreement contained a provision for a re- 
conveyance upon payment of the obligations within the time limited. 
. . . By the Act of 1879 it was provided that no real estate should be 
sold by virtue of any power of sale contained in any mortgage, trust 
deed or other conveyance in the nature of a mortgage, executed after 
the act took effect. (Laws of 1879, p. 211.) The statute was passed to 
prevent sales of the equity of redemption, and no scheme or device to 
evade the statute or circumvent it by providing for a sale depriving 
the debtor of his equity of redemption will be upheld.” 7° 


In Horney v. Hayes,’ plaintiff, who held a certificate of beneficial 
interest in a land trust, assigned it to defendant as security for a loan with 
a power of sale in the assignment. Defendant sold the beneficial interest 
upon default. Plaintiff brought suit to set aside the sale, claiming that the 


19 304 Ill. 177, 136 N.E. 498 (1922). 
20 Jd. at 182-83, 136 NE. at 501. 
2111 Ill. 2d 178, 142 N.E.2d 94 (1957). 
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transaction constituted a mortgage of real estate within the meaning of the 
statute requiring foreclosure with a right of redemption.?? 


The court stated: 


“By the conveyance in trust dated November 1, 1948, the entire legal 
and equitable title to the property was expressly vested in the trustee, 
and the interest of the beneficiary was declared to be personal property 
and might be assigned and transferred as such. It has been repeatedly 
held that beneficial interests under such trusts are personal property 
and not real estate (Sweesy v. Hoy, 324 Ill. 319; Duncanson v. Lill, 322 
Ill. 528; Berning v. Berning, 320 Ill. App. 686....) It follows that the 
sale of the certificate by Hayes, being a sale of personal property only, 
did not fall within the prohibitions of the statute relied upon. 

“DeV oigne v. Chicago Title and Trust Co. ..., cited by the plaintiff 
is not controlling here. ... The pledge in the case at bar is on an entirely 
different footing, however. It does not provide for sale of the real 
estate, as in the DeVoigne case, nor was the trust itself created as se- 
curity for a debt. The transaction between plaintiff and Hayes oc- 
curred subsequent to the creation of the trust, and concerned only the 
beneficial interest represented by the certificate.” 7% 


It seems clear, therefore, that if the trust is in existence and its creation 


was not incident to the loan transaction, the beneficial interest can be 
pledged as security for an indebtedness and can be sold and assigned upon 


default without any right in the borrower to an equity of redemption. 





22 Id. at 183-84, 142 N.E.2d at 97. 
23 Tui. Rev. Stat. c. 95, § 23 (1957). 











SOURCES AND FACTORS OF REAL 
ESTATE FINANCING 


BY MARGARET C. BAXTER * 


FUNDS FOR FINANCING real estate mortgage loans have, in the past, 
come from three primary sources: insurance companies; banks and savings 
banks; and savings and loan institutions. To these three may now be added 
pension trusts. As a general rule, the mortgage banker, as distinguished 
from the permanent investor, supplies funds necessary to cover the original 
disbursement, or, in the case of construction loans, during the period of 
construction. However, subsequent to disbursement of the loan, the com- 
pleted “package” is resold to one of the sources mentioned above. Factors 
which determine the availability of mortgage money and the rates of interest 
in effect from time to time are elementary economic ones. Basing their 
choice upon prognostication, institutions seeking to invest funds must divert 
available money into channels which will produce a return commensurate 
with the risks inherent in the investment. Interest rates are regulated by 
economic factors with which this article is not concerned (i.e., rates 
adopted by the government insuring agencies pursuant to congressional 
action, rates of return on government bonds, stocks, municipal bonds, rates 
at which the federal reserve bank lends its funds to member banks, etc.). 
Therefore, we proceed to the risk factor as it affects mortgage lending. 

In the case of the individual borrower, the most important elements of 
risk to be considered are: age, present income and future potential, nature 
and length of employment, number of dependents, and the appraised value 
of the property offered as security for the loan. Standards used to deter- 
mine the qualification or lack of qualification of a prospective borrower and 
the value of the property offered as security vary somewhat with the perma- 
nent lending institutions. These are governed, in most instances, by the in- 
vestment experience of the particular institution and by the provisions con- 
tained in its charter, or in state or federal regulations to which it may be sub- 
ject. When the mortgage banker is the primary source of funds, he must 
adopt the same standards for qualifying a borrower as those adopted by the 
institution to whom he expects to sell the completed loan. When a loan is to 
be government-insured, the insuring agencies, such as the Veterans Ad- 
ministration and the Federal Housing Administration, establish standards 
which must be met in addition to those imposed by the investor. 

In the case of corporate borrowers, factors most commonly considered 
are as follows: past income experience and future possibilities; management 


* MARGARET C. BAXTER. LL.B. 1946, Northwestern University; mem- 
ber, Chicago Bar Association; Secretary, Dovenmuehle, Inc., Chicago, 
Illinois. 
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policies; capital structure (including asset liquidity, percentage of assets 
invested in inventory, variations in accounts receivable as contrasted with 
accounts payable, other indebtedness, including moneys borrowed in the 
regular course of business), nature of the business and future prospects in 
the light of present market forecasts; and, where real or personal property 
constitutes the principal security, its appraised value. The foregoing, as 
previously stated, are factors most commonly considered. In listing them 
it is not intended to exclude those which may arise in other, perhaps less 
common, instances. To cite an example, in the case of a partnership con- 
sideration is given to the ages and life expectancies of the managing partners, 
their personal as well as partnership assets, and the importance of their in- 
dividual activity to the continued success of the business. Another type of 
loan requiring special consideration is one on a building constructed for a 
particular purpose, such as a bowling alley, which, in the event of fore- 
closure, could not be adapted to any other business activity. In connection 
with the foregoing, the investor must require that certain conditions and re- 
strictions be included in the security instrument or instruments to prevent 
the dissipation of funds and to maintain, to the extent possible, the original 
—or an improved—value of the security given for the loan. Some typical 
provisions are discussed below. 

In addition, the investor of funds must also consider the legal and prac- 
tical aspects of foreclosure, in the event the borrower is unable to repay the 
loan before maturity. Cumbersome, protracted legal proceedings which 
may result in the inactivity of funds over a substantial period of time may 
be a deterrent to the availability of funds in what might otherwise appear 
to be a good investment area.” 

The usual first step in obtaining a mortgage loan is the execution of an 
application by the purchaser of property (who is the prospective debtor). 
This application constitutes an offer by the prospective debtor to make a 
loan from the prospective mortgage creditor. Lending institutions provide 
printed forms of applications requiring pertinent information such as the 
amount of the loan, the terms of repayment, rate of interest, manner of 
repayment (including prepayment options), address of the property, di- 
mensions of improvements (existing or to be constructed), personal informa- 
tion relating to the borrower such as age, income, number of dependents and 
their ages, and other items such as service fee, obligation of the mortgagor 
with respect to title costs, requirements for insurance, survey, etc. While 
the mortgagor is the applicant for the loan, the details of the loan such as 
the amount, interest rate, terms of repayment, etc., should be discussed prior 
to the execution of the application, since the amount of the loan and its 
terms are dependent, in most instances, upon the current money market. 


1See Harvey, Valuation of Mortgage Security, infra p. 412. 
2See Prather, Foreclosure of the Security Interest, infra p. 420. 
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It is well to give consideration to the requirements by the lending in- 
stitutions which may affect the amount required by the mortgagor. Follow- 
ing are some examples: 

The mortgage may contain a requirement that the lending institution 
collect from the mortgagor 1/12 of the estimated annual taxes and/or 1/12 
of the annual premium for insurance. These funds are deposited in escrow 
accounts credited to the borrower. When the tax bills and insurance bills 
issue, they are then paid by the lending institution. Attorneys would do well 
to advise their clients of the necessity of providing for the amount of any 
such monthly deposits in computing their obligation. In the case of com- 
mercial or industrial loans, tax deposits may be substantial; therefore, it is 
the obligation of the attorney to emphasize this requirement to his client 
before the letter of commitment issues. 

In many commercial loans, while the mortgage on real estate and 
chattels may secure the note, the primary security may in reality be the 
prospective earnings of the business, and the mortgage may contain cove- 
nants and conditions relating to the operation of the business. The lending 
institution is concerned, in the first instance, with the repayment of the loan 
in accordance with the terms and provisions of the note; therefore, it is in 
the best interest of the lending institution to maintain or improve the earn- 
ings of the borrowing entity. However, the lending institution must of 
necessity take a conservative view of the uses of corporate funds for pur- 
poses which might be termed (for want of a better adjective) speculative. 
To protect the security for the loan, the lending institution may include 
in the mortgage or trust deed provisions restricting certain phases of 
corporate activity. Some typical provisions are the following: 


(1) provisions prohibiting the filing, causing or permitting to be 
filed of bankruptcy, insolvency, or reorganization proceedings; 

(2) prohibition against merger of the mortgagor corporation with 
another (except with the permission of the mortgagee) ; 

(3) the requirement that the mortgagee be supplied with semi-annual, 
quarterly, and annual audit reports—in some instances, pre- 
pared and certified by an independent certified public account- 
ant acceptable to the mortgagee; 

(4) prohibition against reduction of working capital or net current 
assets below a fixed amount; 

(5) prohibition against the increase of compensation (salary, bonuses, 
or other forms of compensation) paid to officers, directors, or 
principal shareholders; 

(6) prohibition against declaration of dividends or the increase of 
dividends which would reduce net current assets below a fixed 
amount; 

(7) prohibition against encumbering, pledging, or hypothecating 
any of the corporate property, real or personal (with certain 
exceptions as to conditional sales contracts or purchase money 
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mortgages which may be necessary or customary for the con- 
duct of the business); 

(8) prohibition against the acquisition of a controlling interest in 
any other corporation of firm without the consent of the 
mortgagee; 

(9) prohibition against the sale, conveyance, or transfer of property, 
real or personal (except in regular course of business), without 
the previous consent of the mortgagee; 

(10) prohibition against the making of advances or loans to officers, 
directors, or employees, except in the usual course of business; 

(11) the requirement, where the successful operation of the business 
may depend to a large extent upon the continued activity of one 
or more individuals, that life insurance policies be purchased and 
assigned as collateral security for the loan to the mortgagee; 

(12) assignments of leases to the mortgagee, where required for addi- 
tional security, and proper notification to the lessees of these 
assignments. (The assignee agrees not to exercise any rights 
acquired by it under said assignments except in the event of a 
default in the performance of the terms of the mortgage or note.) 


If the funds borrowed are to be used for acquisition of additional prop- 
erty in need of renovation, the lender may require either that the work be 
completed before disbursement or that sufficient funds be deposited with 
the mortgagee to insure completion within a fixed period of time. Any such 
amounts should be included in the calculations of the borrower in order 
that when the net proceeds are disbursed he will not find them to be less 
than he requires. 

It is general practice to require a corporate borrower to execute a mort- 
gage or trust deed including a waiver of the right of redemption * (this has 
now been extended to include corporate trustees‘). It is well for an 
attorney representing a corporate borrower to give consideration to having 
proper resolutions enacted by the directors and/or shareholders sufficiently 
in advance of the disbursement of the loan funds in order that the disburse- 
ment need not be delayed for want of proper resolutions should the funds 
be needed promptly. In the case of a corporate trustee, either the trust in- 
strument should be amended to provide for the inclusion of this provision, 
or the direction from the beneficiary for the trustee must contain specific 
authority to execute a mortgage containing a waiver of the right of re- 
demption. . 

In addition to the information contained in the application as de- 
tailed above, most applications provide that the lending institution shall be 
supplied with executed mortgage documents and guaranty policy, Torrens 
certificate, or abstract of title satisfactory to it. 


3 See Ini. Rev. Stat. c. 77, § 18a (1957). 
41d. § 18b. 
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The forms used by lending institutions vary, depending upon the type 
of loan; for example, FHA or VA loans are executed on forms acceptable 
to the FHA or VA. As to conventional type loans, some lending institutions 
use forms printed especially for their use, while others (as is true in the case 
of many Chicago lending institutions) use a standard form of trust deed 
naming a local trust company or bank as trustee. It is well for the attorney 
for the borrower to examine copies of the instruments to be executed, since 
the contents of the documents may give rise to questions which should be 
determined before a loan commitment is issued. 

Following the execution of the application, the lending institution (if 
it has not already done so) will appraise the property for mortgage pur- 
poses, investigate the credit of the prospective purchaser, and, if the loan 
is acceptable, issue a letter of commitment. This letter may constitute a full 
acceptance of the terms contained in the application, or the letter may con- 
stitute a counteroffer, that is, the terms of the commitment may vary from 
those contained in the application, or it may contain additional conditions 
to be performed by the mortgagor. For this reason the mortgagor may in 
some instances be requested to execute an acceptance of the commitment 
letter. When the commitment has issued in final form, the mortgage docu- 
ments are prepared for execution by the prospective mortgagor. The at- 
torney should carefully scrutinize the documents, comparing the informa- 
tion contained in them with the information in the letter of commitment; 
if a variation occurs, it should be discussed prior to execution and record- 
ing of the mortgage or trust deed. In addition to the note and trust deed, 
supporting papers are required depending upon the type of lending institu- 
tion and the nature of title requirements (Torrens, title guarantee policy, 
etc.). 

When the executed documents are received by the lending institution, 
the mortgage or trust deed is recorded and a letter of opinion (in the case 
of title insurance) or a title opinion (in the case of an abstract examination) 
is requested; in the case of Torrens registration, a representative of the 
lending institution examines the status of title. After evidence of title is 
found to be satisfactory to the lending institution, an appointment is sched- 
uled and arrangements made for the disbursement of the loan funds and the 
consummation of the transaction. 

The foregoing procedure varies slightly in the case of construction 
loans, that is, funds used to construct improvements on land owned or to be 
acquired by the mortgagor. In such cases, the lending institution may re- 
quire that sufficient funds be provided by the purchaser: 


(1) for acquisition of the land (where necessary); 


(2) to cover the difference in amount between the mortgage and the 
full cost of construction. 


A deposit of these funds may be required before mortgage funds are 
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disbursed. In the event the purchaser has made disbursement to the con- 
tractor for his portion of the cost of construction, then the lending institu- 
tion may require that proper waivers of lien be produced covering the 
amount so disbursed. 

Mortgage funds used for the purpose of remodeling or constructing an 
addition to property are customarily disbursed in the same manner as a 
construction loan, that is, upon proper presentation of a contractor’s sworn 
statement, indicating the total cost of the improvements, the deposit of 
additional funds by the mortgagor (where necessary), and delivery by the 
contractor of proper waivers of lien accompanying requests for disburse- 
ment (partial or final). 

Lending institutions such as insurance companies and banks are subject 
to well-defined regulations covering their investments, one of which re- 
quires that the mortgages purchased by them be “valid first liens.” In addi- 
tion, VA and FHA regulations require that loans guaranteed or insured 
by the government shall be supported by evidence of title satisfactory to the 
Administrator. No brief or concise definition can be given for the term 
“valid first lien.” There are discussed below some of the situations which 
can give rise to claims having priority over mortgages, which would prevent 
a mortgage from being a “valid first lien” if not uncovered and disposed of 
as described. 


Divorce 


If a divorce has occurred involving one or both of either the sellers or 
the purchasers, it is well to obtain certified copies of the decree prior to the 
examination of title. Where title is guaranteed by a title company, or in 
the case of examination of an abstract, it would be necessary to determine 
that the divorce or divorces were valid and that the ensuing marriages were 
therefore legal. In the case of divorce of the sellers holding property jointly, 
it is well to ascertain that a quitclaim deed has been executed and recorded 
prior to the closing in order that the remaining party in title shall have the 
full right to convey a fee simple title to the purchasers. Lending institu- 
tions disburse to parties in title appearing of record, and where a divorce 
has occurred and one party has retained possession of the property but 
both parties appear in title, proper authority must be given to the lending 
institution before the funds can be disbursed to the party or parties who 
are to receive them. In the case of a divorce resulting in a money judgment, 
proper evidence must be exhibited to satisfy the lending institution and title 
company that no amounts decreed to be paid remain unsatisfied, e.g., at- 
torneys fees, alimony payments, etc. It is well to check to see that a proper 
satisfaction has been filed in the court of record if this is stipulated in the 
decree, prior to the examination of title.5 


5In connection with this subject, see Harbert, Property Rights as Affected by 
Divorce, Annulment, and Separate Maintenance, 1949 U. Itt. L. Forum 605. 
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Death of a Party or Parties in Title 


In addition to the certified copy of the death certificate, proper evi- 
dence may be required as to the payment of any inheritance or federal 
estate taxes, or where no tax is due, state inheritance tax waiver and federal 
consent must be produced. In cases where a will has been filed, a certified 
copy of the will as filed must be exhibited. If the transaction involving dis- 
bursement of the mortgage funds occurs during the period of probate, 
proper provision must be made in the form of a bond or deposit of funds 
to protect against claims against the estate. It is well to remember that the 
filing of a proper inventory, including the real estate to be sold or mort- 
gaged, should have been filed before the loan transaction is consummated. 
If no such inventory has been filed, the premium in the case of a bond or 
the deposit of funds may be increased. 


Insanity or Incompetence 


Where a party selling or purchasing real estate has been declared in- 
sane or incompetent, an order of restoration must have been entered by the 
court having jurisdiction in order that such party be legally competent to 
convey or accept a conveyance of the realty. In the event such an order 
of restoration has not been entered, then a conservator, properly appointed 
by a court having jurisdiction, may act in the stead of the incompetent 


party.® 
Area Covenants 


In most cases, urban and suburban real estate is subject to easements, 
and to restrictive covenants running with the land, some of which provide 
for a possibility of reverter or forfeiture, others merely providing a basis for 
action in equity to enforce or at law for damages. These are of importance 
to lending institutions,’ particularly where loans are to be insured by the 
FHA or VA, which prohibit the recording of any racial restrictions on 
property insured by them.® It is therefore advisable for an attorney to 
examine title to the property to be conveyed to his client and to discuss the 
restrictive covenants with the proposed lending institution in order to deter- 
mine whether or not such covenants and restrictions are acceptable to the 
lender. Some provisions to be found in the restrictions may also be burden- 
some to the purchaser, i.e., restrictions relating to the erection of fences, 


®6See Wood, Validity of Transactions with Minors and Incompetents, 1951 U. IL. 
L. Forum 212, 223. 

7 Illinois insurance companies are prohibited from investing in real estate mortgages 
where there is a “condition [or] right of re-entry or forfeiture under which such in- 
vestments can be cut off, subordinated, or otherwise disturbed.” Itt. Rev. Stat. c. 73, 
$737 (1957). 

8FHA Administrative Rules and Regulations, § 221.34, 19 Fep. Rec. 5047 (1954); 
VA Administrative Rules and Regulations, § 36.4350, 15 Fep. Rec. 4398 (1950). See 
McCarthy, Restrictive Covenants, 1955 U. Itt. L. Forum 709, 716, 
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location of garages and other out-buildings, etc. It is the duty of the attorney 
to emphasize clearly to his client any such conditions contained in the area 
restrictions in order that the purchaser avoid future violations. Experience 
has proven that although at the time of recording many restrictive covenants 
possessed practical value, with the passage of time and altered neighborhood 
conditions the restrictions may become burdensome unless there is a pro- 
vision for termination, since it is a practical impossibility to amend the re- 
strictions due to the necessity of obtaining the signatures of all persons 
owning property subject to the restrictions. 


Encroachments 


It is general practice for lending institutions to require (where title 
guarantee policies are available) that encroachment over building lines or 
lot lines be guaranteed for mortgage purposes by the title company. It is 
well for the attorney to consider the risk incurred by his client in pur- 
chasing property involving such encroachments and to investigate the 
possibility of obtaining guarantees for the prospective purchaser, if possible. 
Where guarantee policies are not required, it may be necessary to secure 
protection in other ways, such as adoption of an ordinance by village or city 
officials approving any variance with village or city regulations, agreements 
by adjoining property owners not to institute suit, or some other type of 
agreement, depending on the nature of the encroachment and the parties 
involved. 


Common Driveways 


In many subdivisions containing narrow lots, or in the case of row 
houses, construction costs have been reduced by the building of common 
driveways, one-half on each of the two adjoining lots. In some instances, 
easements for the use of such driveways by each of the owners have been 
recorded by the builder or subdivider before the dwellings are sold; how- 
ever, this is not always the case. Where a common driveway is in use and 
no agreement appears of record, many lending institutions will require that 
a driveway easement be recorded prior to the disbursement of the loan 
funds. For the protection of his client, and in order to satisfy the require- 
ment of the lending institution, it is well for the attorney for the purchaser 
to require in the contract for the purchase of the land, that a proper drive- 
way easement agreement be executed between the seller and the owner of 
the lot adjoining his. If this is not done prior to the execution of the con- 
tract, it may be difficult or impossible for the prospective purchaser to 
obtain such an agreement and it may prevent the disbursement of the loan 
funds. 


Landlocked Property 


The purchaser of a tract of land which does not have access to a public 
road may find the privacy or picturesque nature of the property attractive; 
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however, the lending institution will not disburse funds for the acquisition 
or improvement of property which does not have clear and unencumbered 
access to a road or public highway. It is well for an attorney representing 
a purchaser to examine the condition of title, as well as the survey covering 
the property, in order to determine whether or not an easement for ingress 
or egress will be required to protect his client and to satisfy the lending 
institution. When obtaining the easement for ingress or egress, the attorney 
should bear in mind that the easement must be unencumbered, since it is a 
necessary part of the mortgage security. If such easement is encumbered by 
prior mortgages, the consent of such mortgagees must be obtained or a 
subordination agreement executed by such mortgagees will be required, 
both for the security of the purchaser and the lending institution. 


Vacated Alleys or Streets 


It is advisable for an attorney representing a client purchasing property 
which adjoins a vacated alley or street to require in the contract of sale 
that the seller be obligated to convey good title to that portion of such 
vacated property as adjoins the land to be sold. Many lending institutions 
will require that the portion of such vacated land to be acquired by the 
purchaser be included in the mortgage security. It is advisable, therefore, 
that a title finding be obtained prior to the execution of the mortgage docu- 
ments in order that the purchaser can determine the party or parties in 
whom title to the vacated premises is vested and whether or not it is pos- 
sible to obtain a deed for the seller’s portion of the vacated street or alley. 
In addition, in the event that unpaid taxes have accrued for such vacated 
property, it would be well to have an understanding between the parties 
as to the responsibility for the payment of such taxes. 


Chattel Mortgage 


Attorneys for persons or corporations seeking loans on property where 
equipment or chattels form an integral part of the security, such as print- 
ing equipment contained in a building which can be used only for a printing 
plant or bowling equipment in a bowling alley, should discuss with their 
clients the necessity of executing a chattel mortgage on such equipment. 
For the lending institution to obtain a valid first lien on the chattels, they 
must be free and clear of all other liens, such as conditional sales contracts, 
prior chattel mortgages, etc. It would be well to emphasize to the prospective 
borrower that sufficient funds should be available to clear these encum- 
brances before the lending institution will disburse its funds. If this is 
not feasible, then the attorney for the borrower should find some other 
solution to the problem, with the concurrence of the lending institution, 
such as a subordination of such liens, etc.® 


®See Warren, Tools of Chattel Security Transactions, 1956 U. Itt. L. Forum 531, 
544. 
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The foregoing is an attempt to cover in a general manner typical prob- 
-lems which may arise out of mortgage lending. No distinction has been 
made in the requirements of savings and loan associations, mortgage 
companies, banks, or insurance companies, The nature of the various prob- 
lems as well as the possibilities of solution may vary with the lending 
institutions and no rule can be applied to all. The VA and FHA regu- 
lations must, of necessity, supplement any remarks made by the writer and 
it has been assumed that attorneys representing clients who are seeking 
government-insured loans will familiarize themselves with the pertinent 
regulations. 








THE TAX CONSEQUENCES OF REAL 
ESTATE FINANCING 


BY J. NELSON YOUNG * 


MANY FACETS OF THE TAX LAW must be considered in determining 
the tax consequences of real estate financing. The problems in this area 
are kaleidoscopic in nature and the topics treated are necessarily selective 
to limit the scope of coverage to manageable proportions. Although mort- 
gage transactions receive the principal emphasis, sales under contracts for 
deed are also considered. The sale and leaseback transaction is excluded 
inasmuch as this topic has been previously developed in a fairly recent 
symposium of the Law Forum.’ Treatment of the selected problems follows 
for the most part a.chronological sequence: from the initial transaction, to 
operation of the property during the term of the mortgage, to various dis- 
positions of the property prior to liquidation of the mortgage debt, and 
finally to settlement or foreclosure. Sales under contracts for deed are 
treated as a separate topic. In addition, consideration is given to the Illinois 
property tax and to the problems of priority as between the mortgage debt 
and federal and state tax liens. 


WHAT CONSTITUTES A MORTGAGE FOR TAX PURPOSES? 
PROBLEMS OF FORM AND SUBSTANCE 


Form of the Transaction 


The form in which a security transaction is cast may alter the tax 
consequences or may becloud matters to such an extent that litigation will 
be required to unravel the tax incidents.?, Typical of the variations in form 
are absolute deeds intended to serve as mortgages and secured loans con- 
summated as sales with options to repurchase. The borrower’s position is 
jeopardized in either case since the transaction may be treated as a sale with 
consequent taxable gain* and a loss of depreciation deductions. There is 


* J. NELSON YOUNG, B.S. 1938, LL.B. 1942, University of Illinois; CPA, 
State of Illinois; Professor of Law, University of Illinois. 


1 Bernard and Perlstadt, Sale and Leaseback Transactions, 1955 U. Itt. L. Forum 
635. 

2 Resulting litigation may be two-fold: (1) to determine the rights of the parties 
as a matter of local property law; and (2) to ascertain the tax consequences of the 
transaction. E.g., Murray v. Comm’r, 232 F.2d 742 (9th Cir. 1956), affirming 21 T.C. 
1049 (1954); Hilpert v. Comm’r, 151 F.2d 929 (Sth Cir. 1945), reversing 4 T.C. 473 
(1944). 

3 Hilpert v. Comm’r, supra note 2. This case provides an excellent illustration of the 
tax complications which may flow from a borrowing transaction cast in the form of 
a sale with an option to repurchase. The loan was obtained in 1931 in an amount in 
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a further risk that subsequent redemption by the borrower-vendor will re- 
sult in pyramiding income in his return for the year in which redemption 
is permitted. This follows where the lender-vendee is required upon re- 
demption to account to the borrower for the income produced by the prop- 
erty during the period that the former was in possession.5 In these cir- 
cumstances, the lender-vendee is also placed in an adverse position inasmuch 
as the periodic payments by the borrower-vendor upon the principal of the 


excess of the basis of the property. The taxpayer executed an absolute deed and 
received an option to repurchase within two years. The taxpayer submitted a full 
explanation to the collector’s office and requested advice as to the proper method of 
reporting the transaction for income tax purposes. He was advised that since the 
transaction was consummated in the form of a sale, gain was realized to the extent 
that the amount received exceeded the basis of the property. The taxpayer followed 
the collector’s advice. In 1937, the taxpayer brought suit in the local courts to redeem 
the property from the lender-vendee on the ground that the transaction actually 
constituted a mortgage. His position was sustained by a decision of the state supreme 
court rendered in 1940. The taxpayer sold his interest for a substantial sum to a third 
party who proceeded to redeem the property. As to the latter transaction, the Com- 
missioner contended that the amount realized upon the sale included the balance due 
upon the mortgage which was discharged by the purchaser. The result would have 
been to tax the loan proceeds twice. The Tax Court sustained the Commissioner. The 
court of appeals reversed, holding that in the absence of personal liability the taxpayer 
could not be deemed to have realized the amount of the mortgage discharged by the 
purchaser. The decision in Crane v. Comm’r, 331 U.S. 1, 67 Sup. Ct. 1047 (1947), would 
lead to a contrary result today; see text discussion infra page 371. 


* Helvering v. F. & R. Lazarus & Co., 308 U.S. 252, 60 Sup. Ct. 209 (1939). Here 
the taxpayer deeded its property to a bank as trustee to secure certain land trust cer- 
tificates. The trustee concurrently leased the property to the taxpayer under a ninety- 
nine year lease coupled with an option to repurchase. The rental under the lease was 
fixed at an amount equal to 5% interest upon the outstanding indebtedness and the 
principal was amortized over a period of forty-eight and one-half years through the 
establishment of a depreciation fund to which the taxpayer was required to make 
quarterly payments. The taxpayer claimed depreciation upon the property which was 
denied by the Commissioner on the ground that the depreciation deduction was limited 
to the person who held legal title to the property. Recognizing the “established doctrine 
that a court of equity will treat a deed, absolute in form, as a mortgage, when it is 
executed as security for a loan of money,” the court sustained the depreciation deduc- 
tions claimed by the taxpayer. In this case, the taxpayer’s depreciation deduction was 
preserved by a showing that the beneficial interest in the property had been retained. 
It should be added, by way of clarification, that the transaction in the Lazarus case does 
not square with the sale and leaseback transaction which has been employed in recent 
years. In the latter, there is a complete relinquishment of the beneficial interest in the 
fee. For example, in Akron Dry Goods Co., 18 T.C. 1143 (1952), aff'd, 218 F.2d 290 
(6th Cir. 1954), a sale and leaseback with option to repurchase was treated as a sale 
by the parties and was recognized as such for tax purposes. 

5 Murray v. Comm’r, 232 F.2d 742 (9th Cir. 1956), affirming 21 T.C. 1049 (1954). 
Pursuant to a decision of the Supreme Court of Oregon, the taxpayer was permitted in 
1947 to redeem certain real estate which he had conveyed to another in 1932 by abso- 
ute deed to secure an outstanding debt. In the proceedings in the state court, the 
transferee was required to account to the taxpayer for the net income produced by the 
property during the period 1937 to 1947. This sum, which was credited against the 
accrued debt, thereby reducing the amount paid to redeem the property, was held 
taxable as income realized by the taxpayer in the year 1947. This decision represents 
a sound application of the claim of right doctrine. North Am. Oil Consol. v. Burnet, 
286 U.S. 417 (1932). Contra, Hilpert v. Comm’r, supra note 2. 
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loan may be converted into ordinary income.* Consequently, these camou- 
flaged transactions should not be utilized unless dictated by compelling 
reasons of local law. If the parties find it necessary to resort to either of 
these devices, there should be sufficient supplementary documentation to 
establish the true character of the transaction and thereby minimize the 
risk of litigation. 


Substance as a Controlling Factor 


There are circumstances in which the formalities of a transaction may 
meet all the requirements of a security device and yet the transaction will 
not be recognized for tax purposes. “Thin” incorporation’ of a closely 
held corporation—particularly a corporation to hold real estate—provides 
the best illustration for our consideration. 

Assume that four members of a family own an apartment house which 
they wish to transfer to a controlled corporation. If they take only capital 
stock in exchange for their respective interests in the property, any future 
return upon their investment will be received as dividends. But dividends 
paid by a corporation are not deductible by the corporation in determining 
its taxable income. Furthermore, should the shareholders at a future date 
wish to withdraw a part of their capital investment by a redemption of a 
portion of their shares from accumulated earnings, the transaction will 
probably be treated as a distribution essentially equivalent to a dividend 
under section 302 of the Code. 

On the other hand, if the incorporators could take partly stock and 
partly mortgage bonds in exchange for their property, the foregoing dis- 
advantages could be obviated. Periodic interest upon the mortgage bonds 
would be deductible by the corporation for income tax purposes; and upon 
retirement of the bonds at maturity the incorporators would, in effect, re- 
ceive a distribution of accumulated earnings free of income tax liability. 
This conclusion is premised, however, upon the assumption that the mort- 
gage bonds would be recognized as bona fide indebtedness of the corpora- 
tion and would not be deemed equity capital for tax purposes. On this point, 
as attested by the commentators, the taxpayer is confronted with a no 
man’s land of confusing decisions. Applying the rule that substance shall 


®See Murray v. Comm’r, supra note 5; and Hilpert v. Comm’r supra note 3. 
If the transaction is treated as a sale to the lender-vendee, the latter as owner is 
clearly taxable upon the income from the property. If the transaction is subsequently 
held to be a security device so that the lender-vendee is required to account to the 
borrower-vendor for the income received while in possession, the same income will 
be taxed again to the borrower as in the Murray case. Only to the extent that prior 
years remain open under the statute of limitations will the lender be in a position to 
recover the taxes paid upon what proved to be repayments of principal of a loan. 

T™Coinage of the term “thin” incorporation is attributable to Schlesinger, “Thin” 
Incorporations: Income Tax Advantages and Pitfalls, 61 Harv. L. Rev. 50 (1947). 

8 The following recent discussions of the “thin” incorporation problem indicate 
the difficulties to be encountered by the taxpayer in planning these transactions: 
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prevail over form, numerous cases have treated securities taken by the 
shareholders in the form of corporate obligations as the equivalent of capital 
stock. The difficulty with the cases lies in the fact that the decisions fail 
to clearly delineate the criteria which shall govern this determination. 
Although a number of decisions indicate that initial capitalization may be 
based upon a reasonable ratio of debt to equity capital,® other cases cast a 
heavy shadow on any generalization in this area.!° It is beyond the scope of 


Bittker, Thin Capitalization: Some Current Questions, 34 Taxes 830 (1956); Diamond 
and Segal, The Thin Corporation Problem: Its Present Status and Recommendations 
for Improvement, 25 Gro. Wasu. L. Rev. 588 (1957); Rabin, The “Clifford Case” of 
the Thin Corporation, 34 Taxes 282 (1956); Spanbock, Carro, and Katz, Nourishing 
the Thin Corporation, 34 Taxes 687 (1956); Note, Thin Capitalization and Tax Avoid- 
ance, 55 Cotum. L. Rev. 1054 (1955). 

® The suggestion that a reasonable ratio of debt to equity capital should be suffi- 
cient to warrant recognition of the indebtedness was first made by dictum in John 
Kelley Co. v. Commissioner, 326 U.S. 521, 526, 66 Sup. Ct. 299, 302 (1946) where it was 
stated: “As material amounts of capital were invested in stock, we need not consider 
the effect of extreme situations such as nominal stock investments and an obviously 
excessive debt structure.” Compare Ruspyn Corp., 18 T.C. 769 (1952) with Isidor 
Dobkin, 15 T.C. 31 (1950), aff'd per curiam, 192 F.2d 392 (2d Cir. 1951), and Swoby 
Corp., 9 T.C. 887 (1947). 

In the Ruspyn case, real property having a fair market value of at least $2,700,000 
was transferred to the corporation in exchange for $2,100,000 of debentures and capital 
stock of $600,000. The Tax Court, emphasizing the favorable ratio of debt to equity 
investment of 34% to 1, recognized the debentures as bona fide indebtedness of the 
corporation. 

The incorporators in the Dobkin case contributed cash of $28,000 in exchange 
for capital stock of $2,000 and notes of $26,000. The corporation applied the cash to 
the purchase of a parcel of real estate at a price of $72,000 including an outstanding 
mortgage of $44,000. The purported loan of $26,000 to the corporation was not recog- 
nized in the face of an over-all ratio of debt ($70,000) to capital ($2,000) of 35 to 1. 

In the Swoby case, the sole shareholder transferred to the corporation real estate 
having a value of at least $250,200 in exchange for debentures in the amount of $250,000 
and $200 of capital stock. The Tax Court observed that there was an “obviously 
excessive debt structure” and denied a deduction for “interest” upon the debentures on 
the ground that the securities were essentially equivalent to an issue of redeemable 
preferred stock. 

10TIncorporators who adopt a plan of “thin” capitalization are haunted by the 
shadow of the “business purpose” rule even though the ratio of debt to equity capital 
may appear reasonable. Two recent cases are indicative of the attitude of the Tax 
Court. In Gooding Amusement Co., 23 T.C. 408 (1954), aff'd, 236 F.2d 159 (6th Cir. 
1956), the corporation issued a substantial amount of notes and stock in exchange for 
a transfer of partnership assets. The partners took both stock and notes in proportion 
to their previous partnership interests. The Tax Court found that there was no intention 
tO €..4.ce payment of the notes at maturity and concluded that the position of the 
note holders “with respect to the amount represented by the principal of the notes was 
akin to that of the ordinary shareholder who understands that his investment is subject 
to the risks of the venture and the prior claims of creditors.” The court acknowledged 
that the ratio of debt to equity capital was not excessive but that this was not the 
controlling factor. 

An even stronger statement appears in the decision in Estate of Herbert B. Miller, 
24 T.C. 923, 933 (1955), also involving the incorporation of a partnership business with 
a capital structure which included a large sum of notes payable. The court stated: 

“The record in the instant proceeding satisfies us that there was no valid business 
purpose which dictated the gross undercapitalization here present. There seems to be 
no question that sound reasons existed for forming a corporation to carry on the busi- 
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this paper to develop the various aspects of this problem. The purpose here 
is merely to direct attention to the prevailing uncertainty. 


IMMEDIATE CONSEQUENCES OF OBTAINING A MORTGAGE 


The consummation of a mortgage, either as a purchase-money obliga- 
tion or as security for a loan independent of the acquisition of the under- 
lying property, produces no immediate taxable gain or loss. If the mortgage 
constitutes a purchase-money obligation or if the property is acquired sub- 
ject to an outstanding mortgage, the amount of the mortgage is necessarily 
included in the purchase price which makes up the cost basis of the property 
in the hands of the purchaser-mortgagor.!! Obtaining a loan upon the 
security of the property subsequent to its acquisition does not affect the 
basis of the property unless the proceeds are applied to finance capital im- 
provements thereon.!” 

A loan secured by mortgage, even though in excess of the basis of the 
property, produces no taxable gain to the borrower. There is no “sale or 
other disposition” of the property upon which to premise a realized gain 18 
and—what is more fundamental—there is no increase in the borrower’s net 
worth since the assets acquired are offset by the personal liability incurred.1* 
Even where the mortgage loan which is in excess of the basis of the prop- 
erty has been obtained without personal liability and solely upon the se- 
curity of the property, it has been held that the taxpayer realizes no taxable 


ness, which had been operating up to that time as a copartnership, but every advantage 
sought through incorporation, except that of the avoidance of taxes, could have been 
accomplished with equal facility and assurance of success by the more normal method 
of the issuance of capital stock of a par or declared value more nearly commensurate 
with the total amount permanently contributed to the corporation, and with which 
it was expected thereafter to conduct its affairs.” 


On appeal, the decision of the Tax Court was reversed. Herbert B. Miller v. Commis- 
sioner, 239 F.2d 729 (9th Cir. 1956). The court of appeals observed that the Tax Court 
failed to recognize the substantial goodwill of the partnership business which was trans- 
ferred to the corporation. By taking goodwill into consideration, the ratio of debt to 
equity capital was reduced to less than 2 to 1. The principal basis for the reversal, how- 
ever, was a contrary finding as to the existence of a business purpose. At the time of in- 
corporation one of the partners was seriously ill. The notes issued by the corporation 
were intended to provide his estate with assets having a higher degree of liquidity than 
shares of corporate stock. The court of appeals concluded that “the evidence here shows 
an adequate and sufficient business purpose to demonstrate conclusively that the ar- 
rangement was no sham.” 

11Crane v. Comm’r, 331 U.S. 1, 67 Sup. Ct. 1047 (1947) (property acquired by 
inheritance subject to an outstanding mortgage); Blackstone Theatre Co., 12 T.C. 801 
(1949) (property purchased subject to lien of delinquent taxes). But see Lloyd H. 
Redford, 28 T.C. 773 (1957), appeal pending 4th Cir. In the absence of proof of pay- 
ment in accordance with the terms of the agreement, a contingent second mortgage 
was held not includible in cost basis even though the contingency had occurred. 


12 Marion A. Blake, 8 T.C. 546 (1947). 
18 INT, Rev. Cope or 1954, § 1001. 
14See United States v. Kirby Lumber Co., 284 U.S. 1, 52 Sup. Cr. 4 (1931). 
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gain.5 The mortgagor, although insulated from personal liability, is still 
the owner of the property and is entitled to all the benefits thereof, whereas 
the mortgagee is only a secured creditor. To retain the beneficial interest, 
the mortgagor must in due course liquidate the outstanding indebtedness. 
The increase in his assets by receipt of the proceeds of the mortgage loan 
is offset by an equivalent decrease in his equity in the mortgaged property. 
Thus there is neither a disposition of the property by the taxpayer nor an 
increase in his net worth.'¢ 


EXPENSES OF OBTAINING A MORTGAGE 


Mortgagor’s Expenses 


Several factors affect the tax treatment of the expenses incurred by 
the mortgagor in obtaining a mortgage. These are the nature of the mort- 
gage, the nature of the property, and the nature of the particular expenses. 
The expenses commonly incurred in obtaining a mortgage include title 
examination and abstracting fees, title insurance premiums, surveyor’s fees, 
recording fees, and loan commissions. 

If the mortgage is a purchase-money mortgage to finance the initial 
acquisition of the property, the title examination fees, title insurance pre- 
miums, surveyor’s fees, and recording fees constitute capital expenditures 
necessary to the acquisition of title which must be added to the cost basis 
of the property.!7 This is the case whether the real estate is business or 
investment property or the taxpayer’s personal residence. If the property 
is improved property used in the taxpayer’s business or held for investment, 
these expenses must be allocated between the land and the buildings, and 
the portion allocated to the buildings will be deductible through deprecia- 
tion allowances. 

The appraisal fees and loan commissions, however, are not expenses 
of acquiring title but expenses of obtaining the mortgage loan. Disposition 
of these expenses turns on whether the real estate is business or investment 
property or the taxpayer’s personal residence. If the property is used in the 
taxpayer’s business or is held for investment, the expenses are deductible 
not as ordinary expenses but as amortizable capital expenditures and are 


15 Woodsam Associates, Inc. v. Comm’r, 198 F.2d 357 (2d Cir. 1952). In this case, 
the taxpayer sought the benefit of a stepped-up basis in an amount equal to the gain 
which it was contended had been realized upon the prior mortgage loan. 

16 For a statement by the taxpayer’s attorney in the Woodsam case, supra note 15, 
supporting the view that gain should be recognized upon obtaining, without personal 
liability, a mortgage loan in an amount in excess of basis, see Lurie, Mortgagor’s Gain 
on Mortgaging Property for More Than Cost Without Personal Liability (Contentions 
of Taxpayer’s Counsel in a Pending Case), 6 Tax L. Rev. 319 (1951). 

17“The cost of defending or perfecting title to property constitutes a part of the 
cost of the property and is not a deductible expense.” U.S. Treas. Reg. 118, § 39.24(a)-2 
(1953); Murphy Oil Co. v. Burnet, 55 F.2d 17 (9th Cir. 1932), aff'd on other issues, 287 
USS. 299, 53 Sup. Ct. 161 (1932). 
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prorated over the term of the loan.1®8 On the other hand, if the property is 
the taxpayer’s residence, these expenses are considered non-deductible per- 
sonal expenses. 

If the mortgage is not a purchase-money mortgage, the purpose of the 
loan and not the nature of the property will determine the disposition of all 
expenses. If the loan is for business purposes, all the expenses in question are 
attributable to the cost of obtaining the loan and will be amortized over its 
term. But if the proceeds of the loan are for personal use rather than 
business use, the expenses of obtaining the loan will be treated as non- 
deductible personal expenses. 

A final item relating to the expense of obtaining a mortgage loan is the 
mortgage registration tax imposed by several states. Since this item is a 
“tax,” it is deductible as such under section 164 which provides for a de- 
duction of “taxes paid or accrued within the taxable year.” If the mortgage 
loan is a business loan or is obtained in connection with the operation of 
rental real estate, the registration tax will also qualify as a business vapense 
(or as an expense for the production of income) and will be deductible in 
arriving at adjusted gross income. But where the mortgage loan is obtained 
to finance the purchase or improvement of a residence, the registration tax 
is deductible only as an itemized deduction on page 2 of Form 1040. 


Mortgagee’s Expenses 


The mortgagee frequently incurs expenses in consummating a mortgage 
loan which are not shifted to the mortgagor. These expenses include “finder’s 
fees,” attorney’s fees, and premiums paid upon the acquisition of existing 
mortgages. These are treated as acquisition costs to be capitalized and 
amortized over the terms of the respective mortgage loans.1® 


18 Julia Stow Lovejoy, 18 B.T.A. 1179 (1930); S.M. 3691, IV-1 Cum. Buty. 145 
(1925). The same rule applies with respect to a commission paid to obtain extension 
of a loan. M. P. Klyce, 41 B.T.A. 194 (1940). If the mortgaged property is sold or if a 
borrower corporation liquidates, the unamortized balance of loan commissions is de- 
ductible in the year of sale or liquidation as the case may be. S. & L. Bldg. Corp., 19 
B.T.A. 788 (1930), rev'd on other grounds, 60 F.2d 719 (2d Cir. 1932), rev'd, 288 US. 
406 (1933) (sale); Longview Hilton Hotel Co., 9 T.C. 180 (1947) (corporate liquida- 
tion). But see Clinton Park Development Co., 11 T.C.M. 768 (1952), aff’d, 209 F.2d 951 
(Sth Cir. 1954). 

19U.S. Treas. Reg. 118, § 39.113(b)(1)-4(c) (1953); Rev. Rul. 57-400, 1957-36 
Int. Rev. Buti. 32. By contrast, it is interesting to note that under the claim of right 
doctrine a commission earned by a lending institution upon granting a loan is taxable 
in full to an accrual basis taxpayer in the year the loan is consummated and is not pro- 
rated over the term of the loan. Bonded Mortgage Co. v. Comm’r, 70 F.2d 341 (4th 
Cir. 1934); Columbia State Sav. Bank v. Comm’r, 41 F.2d 923 (7th Cir. 1930); VWancoh 
Realty Co., 33 B.T.A. 918 (1936). If the lending institution is on a cash basis, however, 
the commission charged for granting the loan is taxable only in the year in which pay- 
ment is received. Blair v. First Trust & Savings Bank, 39 F.2d 462 (5th Cir. 1930); 
Ishmael S. O'Dell, 26 T.C. 592 (1956), monacq., 1956-2 Cum. Butt. 10. 
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MORTGAGOR’S DEDUCTIONS DURING THE TERM OF THE 
: MORTGAGE 


Depreciation 


Two propositions bearing upon the allowance of depreciation have 
previously been noted. First, the mortgagor as beneficial owner is entitled 
to the depreciation deduction.2° Section 167 of the Code allows a deprecia- 
tion deduction with respect to property used in a trade or business and 
property held for the production of income. Secondly, the cost basis upon 
which depreciation is computed includes a purchase-money mortgage even 
though the taxpayer is not personally liable thereon.*4 


Property Taxes 


Since the mortgagor holds the beneficial interest in the property, he is 
also entitled to the deduction for property taxes paid upon the mortgaged 
premises.”? If the property is business or investment property, the taxes are 
deductible in determining adjusted gross income. Otherwise, as in the case 
of taxes upon one’s residence, the taxpayer is limited to an itemized deduc- 
tion on page 2 of Form 1040. If the property serves partly as a residence 
and partly as an investment—for example, where the taxpayer owns and 
resides in an apartment building or duplex—taxes and other expenses must 
be allocated to determine the proper deductions to be taken. 

In many cases, the mortgagor is required to include with his periodic 
payments of principal and interest an amount sufficient to establish a cash 
reserve with the mortgagee to cover property taxes which will become due 
and payable. These deposits do not constitute payment of taxes, however, 
and if the mortgagor is on a cash basis no deduction may be taken until 
the reserve is actually applied by the mortgagee to the liquidation of taxes 
due.”* 


20 See Helvering v. F. & R. Lazarus & Co., 308 U.S. 252, 60 Sup. Ct. 209 (1939). 

21 See text discussion at page 364 supra. 

22See Eugene W. Small, 27 B.T.A. 1219 (1933). In this case the taxpayer con- 
veyed to his wife title to their residence. The conveyance was made subject to an 
outstanding mortgage upon which the husband was personally liable. Under the terms 
of the mortgage, the mortgagor was obligated to pay the annual property taxes. Subse- 
quent to the conveyance, the taxpayer continued to pay the taxes and claimed a de- 
duction in his separate income tax return. The deduction was disallowed on the ground 
that the tax was not imposed upon the husband but upon the wife as owner of the 
property. The fact that the husband was obligated to provide a home for his wife and 
family was deemed insufficient to overcome the statutory requirement that the tax 
must be imposed upon the one claiming the deduction or upon his property. Colston 
v. Burnet, 59 F.2d 867 (D.C. Cir. 1932), cert. denied, 287 U.S. 640, 53 Sup. Ct. 89 (1932). 
Although the question was not presented, it would appear that the wife was entitled 
to the deduction for the taxes paid on the basis that the payment was in effect a gift 
to her. 
23 See Edward Hagelin, 37 B.T.A. 8 (1938). 
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Insurance 


The cost of carrying insurance upon the mortgaged premises is de- 
ductible only if the property is held for business or investment purposes. 
To reduce premium costs, it is customary to procure property insurance 
coverage under three- or five-year policies. If the mortgagor is on an accrual 
basis, the premium cost of these policies which extend over a period in 
excess of one year will be amortized over the term of the coverage ir- 
respective of when payment of the premium is made. But where the tax- 
payer is on a cash basis, the rule is unsettled. 

At first blush, since a cash-basis taxpayer generally determines his in- 
come on the basis of cash receipts less cash disbursements and since insurance 
premiums are a recognized business expense, it would appear that premiums 
on these long term policies would be deductible in the year paid. But this 
conclusion does not reckon with the question as to whether these payments 
constitute capital expenditures rather than ordinary and necessary expenses. 
Whether made by a cash- or accrual-basis taxpayer, capital expenditures, if 
deductible at all, are only deductible over the useful life of the property or 
asset acquired. In 1942, the First Circuit held that long term insurance 
premiums paid by a cash-basis taxpayer constituted capital expenditures 
which must be amortized over the periods covered by the respective 
policies.24 In its decision the court emphasized that the benefits from the 
expenditures extended over a period in excess of one year, that the policies 
had a cash surrender value in the event of termination prior to expiration, 
and that prepaid insurance was analogous to prepaid rents and bonus pay- 
ments for leasehold interests. In arriving at this conclusion, the First Circuit 
overruled its own position taken in a case decided only four years previous 
where it held that expenditures of this type were ordinary and necessary 
expenditures deductible in full in the year paid by a cash-basis taxpayer.” 
It is interesting to observe that although the First Circuit proclaimed con- 
trary rules in these two decisions, in each case the taxpayer was sustained 
in his treatment of prepaid insurance premiums. 

Recently, the Eighth Circuit rendered a decision adhering to the earlier 
view of the First Circuit, namely, that prepaid insurance premiums are 
deductible by a cash-basis taxpayer as an ordinary and necessary expense 
in the year paid.2@ The result, again, is to sustain the taxpayer who had 


24Comm’r v. Boylston Market Ass’n, 131 F.2d 966 (1st Cir. 1942). 

25 Welch v. De Blois, 94 F.2d 842 (1st Cir. 1938). 

26 Waldheim Realty & Inv. Co. v. Comm’r, 245 F.2d 823 (8th Cir. 1957), reversing 
25 T.C. 1216 (1956). The court disposed of the capital expenditure concept set forth 
in the Boylston Market Ass’n case, supra note 24, by attacking each major premise. 
First, it was noted that capital expenditures generally comprise additions to plant or 
equipment or income producing capacity of the business. Prepaid rents and leasehold 
bonuses fall within this classification since they provide the taxpayer with a place in 
which to carry on his business. Prepaid insurance is not comparable and necessarily 
falls outside this category. Secondly, the court took exception to the view that since 
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consistently followed the practice of deducting the premiums in full in the 
year of payment. The position taken by the Eighth Circuit is more in 
harmony with both the cash-basis concept and the statutory intention as to 
the meaning of “ordinary and necessary” expenses.27 However, what is 
perhaps even more significant is the suggestion at the conclusion of the 
decision that a cash-basis taxpayer should be permitted to elect between 
an immediate write-off and amortization of prepaid insurance premiums so 
long as he adheres to a consistent method.?8 From the standpoint of prac- 
tical administration of the tax laws, this suggestion is eminently sound and 
squares with the apparent legislative intention underlying the adoption of 
section 446(c) (4) of the 1954 Code, which specifically sanctions the use of 
hybrid accounting methods so long as there is a clear reflection of income.?® 
This situation affords an excellent opportunity for administrative solution 
by appropriate provision in the regulations.*° 


Interest 


Interest upon the taxpayer’s mortgage indebtedness, like taxes upon the 
mortgaged property, is deductible whether it constitutes a business or in- 
vestment expense, or is purely personal. If the former, it is deductible in 
arriving at adjusted gross income; if the latter, it is deductible only as an 
itemized deduction on page 2 of Form 1040. 

The nature of the interest expense, whether business or personal, is not 
determined by the nature of the mortgaged property. Rather, it is deter- 
mined by the particular employment of the borrowed funds. Thus, a tax- 
payer who borrowed upon the security of rental real estate was not per- 
mitted to deduct the interest expense in arriving at adjusted gross income 
in the absence of a showing that the proceeds of the loan were applied to 
the rental property or otherwise to a business or investment purpose.*! The 


prepaid insurance has a cash surrender value it is therefore capital in nature. It was 
observed that this is also true of inventories of miscellaneous supplies and other items 
the cost of which is deductible by a cash-basis taxpayer in the year of acquisition. 
Finally, the court observed that the method followed by the taxpayer did not distort 
its income and further that it probably operated to the advantage of the Government 
in the face of gradually increasing tax rates. 

27For a persuasive statement on this point, see the comment upon the Boylston 
Market Ass’n decision in 56 Harv. L. Rev. 818 (1943). 

28“We do not have before us the question of whether, under appropriate cir- 
cumstances, a cash basis taxpayer who regularly, upon his books and in his tax returns, 
charges as a business expense each year only a prorated portion of his insurance expense 
would thereby properly reflect his income. We express no opinion upon such issue. 
Some flexibility is essential in the administration of the tax laws.” Waldheim Realty & 
Inv. Co. v. Comm’r, 245 F.2d 823, 828 (8th Cir. 1957). 

29 Proceeding on the premise that prepaid insurance does not constitute a capital 
expenditure, the cash-basis taxpayer by electing to amortize would be following the 
accrual method as to this particular expense. 

80 The proposed regulations contain nothing specific upon this point. U.S. Treas. 
Proposed Reg. § 1.446-1(c) (4) (December 21, 1956). 

31 United States v. Wharton, 207 F.2d 526 (5th Cir. 1953). 
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taxpayer claimed the deduction in reliance upon the statutory provision that 
interest “‘attributable to property held for the production of rents” is de- 
ductible in ascertaining adjusted gross income.?? In construing this pro- 
vision, the court relied upon the relevant Committee Reports and con- 
cluded that the indebtedness and not the underlying security is the con- 
trolling factor.3* The court held that to be deductible in arriving at ad- 
justed gross income the interest must be directly related to the production 
of income. As a corollary, it follows that interest upon a loan secured by 
a mortgage upon one’s residence, where the proceeds are employed in the 
taxpayer’s business, would be allowable as a business expense.** 

The taxpayer need not be personally liable upon the mortgage debt to 
be entitled to the interest deduction.*® In this respect, the allowance of an 
interest deduction squares with the basic premise of the Crane decision,** 
namely, that the taxpayer enjoys the benefit of the mortgage debt even 
though he is not personally liable therefor. The cash-basis taxpayer takes 
the interest deduction in the year of payment.3*? The accrual-basis taxpayer 
is entitled to the deduction in the year to which the interest relates whether 


32 Int, Rev. Cone or 1954, § 62(5) (same as Int. Rev. Code of 1939, § 22(n) (4)). 


33In a footnote, the court included the following extract from the report of the 
House Ways and Means Committee upon the Individual Income Tax Bill of 1944 which 
added the concept of “adjusted gross income”: “. ... [Taxes and interest are de- 
ductible in arriving at adjusted gross income only as they constitute expenditures 
attributable to a trade or business or to property from which rents or royalties are 
derived. The connection contemplated in this statute is a direct one rather than a 
remote one.” (Emphasis added. H.R. Rep. No. 1365, 78th Cong., 2d Sess. (1944), 1944 
Cum. BuLL. 821, 839. 

34 The taxpayer may not elect to deduct interest attributable to business or invest- 
ment operations as an itemized deduction in lieu of a deduction in determining adjusted 
gross income where such election would serve to increase the allowable charitable 
deduction. Corinne S. Koshland, 19 T.C. 860 (1953), aff'd per curiam, 216 F.2d 751 
(9th Cir. 1954). 

35 This has been the rule under the following long-standing provision of the regu- 
lations: “Interest paid by the taxpayer on a mortgage upon real estate of which he is 
the legal or equitable owner, even though the taxpayer is not directly liable upon the 
bond or note secured by such mortgage, may be deducted as interest on his indebted- 
ness.” U.S. Treas. Reg. § 1.163-1(b) (1957). 

36 See text discussion at page 371 infra. 

87 The decisions are strict in requiring actual payment by a cash basis taxpayer. 
Thus the giving of a note to cover the interest accrued upon an outstanding loan does 
not constitute payment; the taxpayer has merely executed a promise to pay in the 
future. Hart v. Comm’r, 54 F.2d 848 (1st Cir. 1932). For the same reason, discount 
subtracted at the time a loan is granted does not constitute an interest payment. The 
taxpayer is deemed to have promised to pay this item upon maturity of his note. 
Cleaver v. Comm’r, 158 F.2d 517 (7th Cir. 1946), cert. denied, 330 U.S. 849, 69 Sup. Ct. 
1093 (1947). Payment has been recognized, however, where the taxpayer upon the 
granting of a bank loan simultaneously delivered a check upon another bank account 
to cover the interest on the loan. Joseph H. Konigsberg, 5 T.C.M. 48 (1946). Similarly, 
a divided court has held that there was payment where the taxpayer applied a portion 
of the proceeds of the loan to the payment of interest thereon. A few days elapsed 
between the consummation of the loan and the delivery of the check in payment of the 
interest. Newton A. Burgess, 8 T.C. 47 (1947). 
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or not payment has been made * and irrespective of personal liability upon 
the mortgage debt.3? 

Where interest is paid in advance, an accrual-basis taxpayer must 
amortize the payment over the period to which it relates.4° The cash-basis 
taxpayer, however, is permitted to deduct prepaid interest in full in the year 
of payment. By contrast with prepaid insurance, the courts thus far have 
been unwilling to require that prepaid interest be treated as a capital ex- 
penditure.*! In principle, there would seem to be little or no difference 
between the two, and the consistent treatment of prepaid interest as an 
ordinary and necessary expense weighs in favor of similar treatment of pre- 
paid insurance. 


EFFECT OF A MORTGAGE UPON THE DISPOSITION 
OF THE PROPERTY 


Sale of Mortgaged Property and the Crane Decision 


The vendor of mortgaged property realizes the amount of the out- 
standing mortgage upon the sale of the property irrespective of his personal 
liability upon the mortgage debt and regardless of whether the purchaser 
assumes the mortgage or takes the property subject thereto.*? This is the 
teaching of the controversial Crane decision,** the skein of which winds 
through much of this discussion. 

In the Crane case, the taxpayer upon her husband’s death in 1932 in- 
herited certain improved real estate subject to an outstanding mortgage 
which was equal to the fair market value of the property at that date. The 
taxpayer held the property for several years under an arrangement with 
the mortgagee whereby she collected the rentals from the property, paid 
the necessary expenses of operation including taxes, and remitted the net 
rentals to the mortgagee. During this period the taxpayer reported the 
rentals as taxable income and was allowed deductions for operating ex- 
penses, taxes, interest, and depreciation computed upon the value of the 
building at the date of her husband’s death. 


88 The deduction for accrued interest is allowed an accrual basis taxpayer even 
though there may be no reasonable expectation that the obligation will be paid. Zimmer- 
man Steel Co. v. Comm’r, 130 F.2d 1011 (8th Cir. 1942). Furthermore, the deduction 
may not be deferred by the accrual basis taxpayer until the year of payment. Warner 
Co., 11 T.C. 419 (1948), aff'd per curiam, 181 F.2d 599 (3d Cir. 1950). 

89 New McDermott, Inc., 44 B.T.A. 1035 (1941); accord, United States Fidelity & 
Guaranty Co., 40 B.T.A. 1010 (1939). 

401.T. 3740, 1945 Cum. Butt. 109. 

41 Joseph H. Konigsberg, 5 T.C.M. 48 (1946) (interest prepaid for 5 years); John 
D. Fackler, 39 B.T.A. 395 (1939) (interest prepaid for 3 years); accord, Cleaver v. 
Comm’r, 158 F.2d 517 (7th Cir. 1946). I.T. 3740, 1945 Cum. Butt. 109. 

42 This rule is, of course, a corollary to the proposition that an outstanding mort- 
gage upon property acquired by the purchaser is included in his cost basis whether or 
not he assumes personal liability. See text discussion at page 364 supra. 

43 Crane v. Comm’r, 331 U.S. 1, 67 Sup. Ct. 1047 (1947). 
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In 1938, the taxpayer sold the property to a third party subject to the 
mortgage for a net cash consideration of $2,500. The taxpayer reported the 
$2,500 as the “amount realized” upon the sale and computed the gain on the 
sale by employing a basis of zero, her equity in the property at the date of 
acquisition. The Commissioner contended that the taxpayer realized not 
only the $2,500 cash received upon the sale but also the amount of the 
outstanding mortgage upon the property, a total of $257,500. The Com- 
missioner also took the position that the taxpayer’s basis for the property 
was its fair market value at the date of her husband’s death undiminished 
by the outstanding mortgage, adjusted for the depreciation deductions 
which had been allowed during the period of the taxpayer’s ownership— 
in round figures, $234,000. The result was to establish a taxable gain upon 
the transaction approximately equal to the sum of the boot received and the 
depreciation allowed to the taxpayer during the period of her ownership. 
The taxpayer objected on two grounds: (1) since she was not personally 
liable upon the mortgage she could not be deemed to have realized the 
amount thereof upon the transfer of her equity in the property; and (2) the 
property interest which she acquired at her husband’s death was an equity 
having a value of zero which became her basis under the code provisions.** 

The Supreme Court held against the taxpayer on both issues. The 
Court dealt with the basis problem first and concluded that the term “prop- 
erty” employed in the basis provision of the code should be construed in its 
ordinary sense to mean the aggregate of the owner’s rights as holder of the 
fee undiminished by outstanding liens or encumbrances.*® The Court ob- 
served that this construction squared with long-standing administrative 
practice and that a contrary construction would result in wholly unrealistic 
depreciation allowances which would fluctuate with changes in the tax- 
payer’s equity in the property. On the second issue, as to the inclusion of 
the mortgage in the “amount realized” upon the sale, the Court took the 
position that the taxpayer had received the same benefit from the transfer of 
the mortgage debt as if she were personally liable thereon. The transaction 
consummated by the taxpayer was considered analogous to a sale of the 
property free and clear of encumbrances for a cash consideration equal 
to the sum of the mortgage and the boot. The Court’s position on this 
point was stated as follows: 


“ ... [W]e think that a mortgagor, not personally liable on the debt, 
who sells the property subject to the mortgage and for additional con- 
sideration, realizes a benefit in the amount of the mortgage as well as 
the boot. If a purchaser pays boot, it is immaterial as to our problem 
whether the mortgagor is also to receive money from the purchaser to 


44 INT. Rev. Cove or 1954, § 1014 (§ 113(a) (5) of the 1939 Code). 

45 This is consistent with the recognized meaning of “property” under a general 
property tax. In the absence of specific statutory provisions to the contrary, the owner 
is taxed upon the full value of his property without reduction for outstanding mortgages 
or other encumbrances. Paddell v. New York, 211 U.S. 446, 29 Sup. Ct. 139 (1908). 
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discharge the mortgage prior to sale, or whether he is merely to trans- 
- fer subject to the mortgage—it may make a difference to the purchaser 
and to the mortgagee, but not to the mortgagor. Or put in another 
way, we are no more concerned with whether the mortgagor is, strictly 
speaking, a debtor on the mortgage, than we are with whether the bene- 
fit to him is, strictly speaking, a receipt of money or property. We are 
rather concerned with the reality that an owner of property, mortgaged 
at a figure less than that at which the property will sell, must and will 
treat the conditions of the mortgage exactly as if they were his per- 
sonal obligations. If he transfers subject to the mortgage, the benefit 
to him is as real and substantial as if the mortgage were discharged, or 
as if a peronal debt in an equal amount had been assumed by another.” # 


The decision in the Crane case has evoked considerable critical com- 
ment.*? The gist of the criticism has centered upon two points. It has been 
suggested that the decision sets the stage for tax avoidance in that high- 
bracket taxpayers might purchase heavily mortgaged property with a nomi- 
nal equity and without personal liability to obtain substantial depreciation 
deductions to offset against ordinary income.*® Secondly, it has been ob- 
served that the decision imposes an inequitable burden upon the vendor 
who has not enjoyed a tax benefit from the depreciation deductions allowed 
during the years that the property was held.*® 

Although there is merit in these criticisms,®° the inequities which would 
have followed from a contrary decision would have been much more 
serious and far-reaching. To suggest that depreciation, as a general rule, 
should be computed upon the taxpayer’s equity in his property is per se a 
sufficient answer to the critics of the decision, even if this rule were limited 
to those situations where the taxpayer is not personally liable upon 
the mortgage debt. The decision realistically recognizes that the owner of 
mortgaged property considers himself the beneficiary of the outstanding 


46 Crane v. Comm’r, supra note 43, at 14, 67 Sup. Ct. at 1054-55. 

47Rusoff, The Federal Income Tax Consequences of Transactions Relating to 
Mortgages on Land, 4 Burrato L. Rev. 181, 194-202 (1955); Notes, 49 Corum. L. Rev. 
845 (1949); 33 Iowa L. Rev. 143 (1947); 21 So. Cauir. L. Rev. 112 (1947); 13 U. Cut. L. 
Rev. 510 (1946) (comment on the court of appeals decision); 26 Texas L. Rev. 796 
(1948). Not all comments have been unfavorable, however. Braunfeld, Subject To a 
Mortgage, 25 Taxes 155 (1947); Note, 32 Minn. L. Rev. 90 (1947). 

48 Since a gain upon subsequent sale of the property would qualify for capital gain 
treatment under section 1231, this device would serve to convert ordinary income into 
capital gain. Note, 49 CoLum. L. Rev. 845, 849 (1949). 

49 This hardship is not peculiar, however, to the taxpayer who acquires mortgaged 
property without assuming personal liability. It also falls upon the taxpayer who is 
personally liable upon the mortgage debt and the taxpayer who has fully paid the 
mortgage if, prior to sale of the property, neither has received sufficient income during 
the period of ownership to enjoy a tax benefit from the depreciation allowances upon 
the property. 

50 Acquisition of heavily mortgaged property by high bracket taxpayers as a tax 
avoidance device is currently receiving congressional attention. Subcommittee on In- 
ternal Revenue Taxation of the Committee on Ways and Means, List of Substantive 
Unintended Benefits and Hardships, Part 1, Item 12 (Nov. 9, 1956). 
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mortgage whether or not he is personally liable thereon, and that the vast 
majority of mortgaged properties are acquired for bona fide business and 
investment purposes with the expectation of liquidating the outstanding 
encumbrances. The decision is pragmatically sound and follows well- 
established business and accounting practice.®! 


Installment Method and the Sale of Mortgaged Property 


The application of the installment method in reporting gain upon the 
sale of mortgaged real estate involves some special rules which should be 
noted. Gain upon the sale of real estate may be reported by the installment 
method under section 453(b), provided the “payments” received in the year 
of sale do not exceed 30 per cent of the “selling price.” Under the Crane 
decision, the full amount of the mortgage is included in the “selling price,” 
irrespective of the vendor’s personal liability and regardless of whether the 
purchaser assumes the mortgage or takes the property subject thereto. But 
in ascertaining the “payments” received in the year of sale, the mortgage 
upon the property sold is included only to the extent that the amount 
thereof exceeds the basis of the property. In determining the “contract 
price,” which serves as the denominator of the fraction employed for 
allocating the gross profit on the sale as payments are received, the selling 
price is reduced by the amount of the mortgage but not to exceed the basis 
of the property. These rules for allocating the gross profit under the install- 
ment method treat the outstanding mortgage transferred to the purchaser 
as a receipt of cash to the extent that the mortgage exceeds the basis of the 
property. In that event, the excess is treated as a cash receipt in the year 
of sale.5? This avoids the administrative inconvenience which would be 
encountered if the vendor were required to treat the subsequent payments 
upon the mortgage by the purchaser as payments upon the selling price.5* 


51 “Tr is sometimes contended that property purchased ‘subject to mortgage’ should 
be stated on the balance sheet at the cost of the equity. Even if the purchaser of the 
property is under no legal obligation to pay the mortgage, his equity may have no value 
if foreclosure proceedings are instituted. In most instances the preferable accounting 
practice is to show the mortgage as a liability and the property at its gross amount.” 
(Emphasis added.) Montcomery AupITING THEORY AND PRaAcTicE 243 (6th ed. 1940). The 
foregoing rule applies to mortgaged property acquired for permanent use in a trade or 
business or as a permanent investment. It does not apply to a dealer who engages in 
the business of buying and selling equities without assuming personal liability upon the 
mortgage debt. In that case, it is customary to carry only the cost of the equity in the 
company’s financial statements. MontcomMery, AupITING 254-55 (7th ed. 1949). 


52 These rules for applying the installment method in reporting the gain upon the 
sale of mortgaged property have long been provided by regulation and have judicial 
sanction. U.S. Treas. Reg. 118, § 39.44-2(c) (1953); U.S. Treas. Proposed Reg. § 
1.453-4(c) (January 11, 1958); Burnet v. S. & L. Bldg. Corp., 288 U.S. 406, 53 Sup. Ct. 
428 (1933). 

53 To illustrate: Assume that the vendor in 1957 sells real property having a basis 
of $20,000 for $50,000. There is an outstanding mortgage of $25,000 upon the property. 
The purchaser takes the property subject to the mortgage, pays $5,000 in cash as a down 
payment, and agrees to pay the balance of $20,000 in four equal annual installments 
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Exchange of Mortgaged Property 


Substantial appreciation of real estate values has encouraged investors 
to utilize the non-recognition of gain provisions in shifting their real estate 
investments. Section 1031(a) provides that no gain or loss shall be recog- 
nized if property held for productive use in trade or business or for invest- 
ment is exchanged solely for property of a like kind to be held for either 
of the enumerated purposes. This general rule is subject to the qualification 
that gain will be recognized, however, in an amount not in excess of the 
sum of money and the fair market value of other property received as 
“boot” upon the exchange.®4 For this purpose, it is specifically provided 
that “where as part of the consideration to the taxpayer another party to 
the exchange assumed a liability of the taxpayer or acquired from the tax- 
payer property subject to a liability, such assumption or acquisition (in the 
amount of the liability) shall be considered as money received by the tax- 
payer on the exchange.” 5° This treatment of liabilities transferred in the 
exchange is applicable irrespective of whether the transferor is personally 
liable upon the mortgage debt and irrespective of whether the transferee 
assumes the debt.°* Thus, in an exchange of mortgaged real estate for 
unencumbered real estate, the transferor of the mortgaged property is 
deemed to have received the equivalent of cash “boot” in an amount equal 
to the mortgage. 

The following example illustrates the application of the statute. A owns 
real estate having a basis of $35,000. It is valued at $100,000 and there is an 
outstanding mortgage upon the property of $30,000. A’s equity in the prop- 


beginning in 1958. Selling expenses incurred by the vendor total $2,000. There is a 
gross profit of $28,000 upon the transaction—selling price of $50,000 less the basis of 
$20,000 and selling expenses of $2,000. The “payments” received in the year of sale 
total $10,000—$5,000 cash plus an additional $5,000, the amount by which the mortgage 
exceeds the basis. Allocation of gain to the respective taxable years is based upon the 
ratio which the gross profit bears to the “contract price.” The “contract price” is 
$30,000—the selling price less the amount of the mortgage not to exceed the basis of 
the property $50,000—$20,000). Thus the payments received each year are includible 
in gross income to the extent of 934% ($28,000/$30,000). The following schedule 
illustrates the allocation of the gain realized upon the transaction: 
Vendee’s Taxable 

Year Payments Gain (93%%) 

1957 $ 9,333.33 

1958 4,666.66 

1959 4,666.67 

1960 4,666.67 

1961 4,666.67 


$28,000.00 


54 Int. Rev. Cope or 1954, § 1031(b). 
55 Jd. § 1031(d). 


56 This squares of course, with the rule of the Crane decision, 331 U.S. 1, 67 Sup. 
Ct. 1047 (1947). 
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erty has a value of $70,000. He transfers his property to B who takes title 
subject to the mortgage. In consideration, B transfers to A unencumbered 
real estate having a fair market value of $70,000. In this “like kind” ex- 
change, A would be deemed to have received cash in an amount equal to 
the mortgage debt upon the transferred property and a taxable gain of 
$30,000 would be recognized.57 

The basis of the property received by A in the exchange would be the 
same as that of the property transferred, decreased by the amount of money 
received and increased by the amount of gain recognized.®8 Applying this 
formula in the foregoing illustration, the property received by A would 
take a basis of $35,000.59 

From B’s standpoint, no gain would be recognized upon the exchange, 
but there would be an increase in the basis of the property received over 
the basis of the property transferred. His receipt of the property subject 
to the mortgage of $30,000 would be treated as the payment of “boot.” To 
this extent he would be making an additional investment in the newly ac- 
quired property. 


57 Under the Code provisions the taxable gain recognized in this transaction is 
determined as follows: 

Consideration received: 

(1) Property of like kind: value of real estate received $70,000 

(2) Money (“boot”) received: mortgage upon property transferred 30,000 


Total 100,000 
Less: Basis of property transferred 35,000 


Gain realized 


Gain recognized (in an amount not to exceed the amount of “boot” 
received) 


58 Int, Rev. Cope or 1954, § 1031(d). 

59 The basis of the property received by A would be computed as follows: 
Basis of the property transferred $ 35,000 
Less: Money received (mortgage upon the property transferred) 30,000 


5,000 
Add: Gain recognized 30,000 


Basis of property received $ 35,000 
60 If we assume that the basis of the property transferred by B was $40,000, the 
tax consequences would be tabulated as follows: 
Determination of Taxable Gain 
Consideration received: 
(1) Property of like kind: value of real estate received $100,000 
(2) Money or other property received as “boot” —0— 
100,000 

Less: Basis of property transferred $40,000 

“Boot” given in the exchange: mortgage upon prop- 

erty received 30,000 70,000 
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The treatment of an exchange of mortgaged property for unen- 
cumbered real estate is amply clear under the statute since the specific 
language of section 1031(d) requires that the debt transferred in the ex- 
change be treated as a receipt of cash. But the corollary rule that a liability 
assumed in an exchange shall be treated as equivalent to the payment of 
cash in determining recognized gain is conspicuously absent. As will be ob- 
served, the rules laid down in the cases, regulations, and rulings to deal with 
these situations which are not specifically covered by the statute, are in- 
consistent. 

The regulations provide that where there is an exchange of encum- 
bered properties, the parties to the transaction shall offset the liability trans- 
ferred against the liability received to determine the net amount of “boot” 
given or received.*! The effect is to treat the mortgage debt transferred and 
mortgage debt assumed as cash received and cash paid, respectively. If the 
mortgage liability transferred exceeds the mortgage assumed in the exchange, 
the excess will be treated as a receipt of cash, and gain will be recognized in 
an amount not to exceed the difference.®? Conversely, if the mortgage as- 
sumed exceeds the mortgage transferred, the taxpayer is deemed to have 
made an additional investment to the extent of the excess and the basis of 
the property received will be increased accordingly. Where the taxpayer 
not only transfers a debt which exceeds the encumbrances upon the prop- 
erty received but also receives cash, he will be deemed to have received 
“boot” in an amount equal to the sum of the cash and the excess of the 
debt transferred.® 

At this point there is no inconsistency. The inconsistency arises where 


Gain realized 30,000 








Gain recognized (in an amount not to exceed the sum of 
money and fair market value of other property received) —0— 


Determination of basis of property received 


Basis of property transferred $40,000 
Less: Money or other property received —0— 
40,000 
Add: Gain recognized —0— 
“Boot” given in the exchange: mortgage upon prop- 
erty received 30, 
Basis of property received $70,000 





61U.S. Treas. Reg., § 1.1031(b)-1(c) (1956). 

82 To illustrate: A transfers property having a fair market value of $200,000 which 
is subject to a mortgage of $50,000. The property has a basis of $70,000. In exchange 
he receives real estate having a value of $170,000 which is encumbered with a mortgage 
of $20,000. In this transaction, A reduces his liabilities by $30,000 and would be deemed 
to have received cash of $30,000. Gain realized upon the exchange would be recognized 
in an amount not to exceed $30,000. 


63 G.C.M. 2641, VI-2 Cum. BuLL. 16 (1927). 
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the taxpayer receives cash and assumes a mortgage in the exchange (or takes 
property subject to a mortgage) which exceeds the sum of the cash received 
and the encumbrances upon the property transferred. In this case, the regu- 
lations do not permit the taxpayer to offset the assumed mortgage against 
the cash received.** Consequently, gain realized upon the exchange will be 
recognized in an amount not to exceed the cash consideration. 

This provision of the regulations, which precludes treatment of the 
assumed mortgage as a cash payment where the taxpayer has received cash 
upon the exchange, is premised upon the decision in Coleman v. Commis- 
sioner.> In the Coleman case, the taxpayer transferred unencumbered real 
estate and received in exchange cash of $14,000 and a farm mortgaged for 
$35,000. The taxpayer assumed the mortgage. The gain realized on the 
exchange exceeded the amount of cash received,® but the taxpayer, relying 
upon the non-recognition provisions, reported no taxable gain on the trans- 
action. The Commissioner assessed a deficiency upon the ground that the 
cash of $14,000 was taxable as “boot” and under the statutory provisions 
could not be offset against the assumed mortgage. In contesting the de- 
ficiency, the taxpayer submitted the following objections: (1) the trans- 
action was equivalent to an exchange in which he paid “boot” of $21,000, 
that being the excess of the mortgage assumed over the cash received; 
(2) the $14,000 did not constitute a receipt of “boot,” but was, in effect, 


a payment upon the mortgage on the property received; ® and (3) he had 


64U.S. Treas. Reg., § 1.1031(d)-2, Example (2). In this case the regulations treat 
the assumption of liabilities as a payment of cash by the taxpayer only to the extent 
that liabilities are transferred by him in the exchange. 

6 180 F.2d 758 (8th Cir. 1950), affirming 8 T.C.M. 352 (1949). 

66 In round figures, the fair market value of the property received was $64,400 and 
the basis of the property transferred was $20,400. The gain realized on the exchange 
was computed as follows: 


Consideration received: 


Value of property received $64,400 
Cash “boot” received 14,000 


Total $78,400 


Consideration paid: 


Basis of property transferred 
Mortgage on property received 55,400 


Gain realized $23,000 


87 Initially, the parties had agreed to exchange unencumbered properties with the 
taxpayer-transferor paying cash “boot” of $21,000. The holder of the mortgage upon the 
transferee’s property, however, refused to accept advance payment of the mortgage 
debt. Consequently, the transaction was consummated in the manner indicated. If the 
transaction had been concluded as originally contemplated, no gain would have been 
recognized by the taxpayer. 

68 On this point, the taxpayer was relying upon Commissioner v. No. Shore Bus 
Co., 143 F.2d 114 (2d Cir. 1944), affirming 1 T.C.M. 493 (1943). In that case, the tax- 
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not realized income in the transaction but had merely increased his invest- 
ment by $21,000. 

The Commissioner’s position, which was premised upon a strict con- 
struction of the statute, was sustained by both the Tax Court and the court 
of appeals. Section 1031(b) provides that if no gain would be recognized 
“Gf it were not for the fact that the property received in the exchange con- 
sists not only of [like kind] property ..., but also of other property or 
money, then the gain . . . shall be recognized, but in an amount not in 
excess of the sum of such money and the fair market value of such other 
property.” As previously observed, section 1031(b) provides that the 
amount of any indebtedness transferred in the exchange shall be considered 
as money received by the transferor. There is no corollary provision to the 
effect that liabilities assumed (or received) shall be treated as money paid 
by the taxpayer. For this reason, it was concluded that there was no statu- 
tory authorization for offsetting the assumed mortgage against the cash re- 
ceived. The No. Shore Bus Co. case ®* was distinguished on its facts. There 
the transferor was required to apply the money received to the liquidation 
of the outstanding indebtedness upon the property transferred by him in the 
exchange. In the Coleman case, the taxpayer was free to use the cash as 
he saw fit and was not required to apply it upon the mortgage on the prop- 
erty received. By implication, the decision suggests that if the payor had 
placed the $14,000 in escrow to be duly applied to the payment of the 
mortgage upon the property transferred to the taxpayer, no gain would 
have been recognized.” 

If the rationale of the Coleman case is sound, there is no statutory 
sanction in any case for offsetting liabilities received in an exchange against 
liabilities transferred. It would follow that the full amount of liabilities 
transferred should always be treated as “boot” under section 1031(d) for 
purposes of recognizing gain, irrespective of the amount of liabilities re- 
ceived in the exchange. This, of course, is contrary to long standing ad- 


payer traded a fully depreciated fleet of motor buses for a new fleet of buses. The old 
buses were subject to an outstanding chattel mortgage of $24,000. The vendor of the 
new buses paid the taxpayer $24,000 which, pursuant to prior agreement, was applied 
to the liquidation of the chattel mortgage on the old vehicles. The Commissioner con- 
tended that the taxpayer had received $24,000 “boot” upon the exchange which was 
entirely taxable since the old buses had a zero basis. It was held that the transaction 
met the statutory requirements for non-recognition of gain. The transaction was treated 
as if the taxpayer had transferred the mortgage indebtedness upon the old buses to the 
vendor of the new. Since the indebtedness incurred upon the acquisition of the new 
buses was increased by the amount of the indebtedness liquidated upon the old, the 
court concluded that the taxpayer had merely shifted his debt from one creditor to 
another. 

69 See note 68 supra. 

7 The text discussion has centered upon the transferor-taxpayer. It should be 
observed that gain realized upon the exchange by the payor-transferee would have been 
recognized, in either case, to the extent that the mortgage upon the property transferred 
exceeded the cash payment. 
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ministrative practice.”! It is submitted that the Coleman decision and the 
new regulations are both contrary to the policy of the statute by failing to 
treat for all purposes the full amount of liabilities received in an exchange 
as the equivalent of a cash payment.7? 


Involuntary Conversion of Mortgaged Property 


The involuntary conversion of mortgaged property presents an un- 
settled question which warrants attention. Under the provisions of section 
1033(a)(3), gain upon the involuntary conversion of property into money 
shall be recognized, at the election of the taxpayer, only to the extent that 
the “amount realized” upon the conversion exceeds the cost of the replace- 
ment property.7? The unresolved question is whether the “amount realized” 
upon an involuntary conversion includes that portion of the proceeds ap- 
plied to the liquidation of a mortgage debt upon the converted property 
where the mortgagor is not personally liable therefor.74 On this point, the 
Tax Court has adopted the view that if the taxpayer is not personally liable 
upon the mortgage, the amount applied in satisfaction of the mortgage debt 
is not to be included in the amount realized.7*> The Second Circuit, apply- 
ing the doctrine of the Crane decision, has reversed the Tax Court and has 
held that the portion of a condemnation award paid to the mortgagee of the 
condemned property is includible in the amount realized by the mortgagor 
even though the mortgagor was not personally liable upon the debt.”¢ 


™ See note 63 supra. 

7 The policy of the statute is to recognize gain upon an exchange to the extent 
that appreciation in the value of the property transferred is realized without reinvest- 
ment in the property received in the exchange. In the Coleman case, as a consequence 
of the exchange, the taxpayer was actually increasing his investment. Coleman v. 
Comm’r, 180 F.2d 758 (8th Cir. 1950), affirming 8 T.C.M. 352 (1949). 

73 The statute provides a mandatory rule for non-recognition of gain where the 
property is converted directly into property similar or related in service or use as 
contrasted with indirect conversion through receipt of money. Int. Rev. Cope or 1954, 
§ 1033(a)(1). Where the taxpayer receives money upon the conversion, gain will be 
recognized unless the taxpayer elects to take the benefit of the non-recognition pro- 
visions. Election of the benefit of the statute is made by omitting the non-recognized gain 
from the tax return for the year in which the gain is realized. U.S. Treas. Reg., 
§ 1.1033 (a)-2(c) (2) (1957). The taxpayer may determine, however, that the benefit to 
be obtained by a stepped-up basis for the replacement property is more advantageous 
than the non-recognition of gain on the conversion. 

74 Where the taxpayer is personally liable, the authorities are apparently in agree- 
ment that the proceeds applied to the liquidation of the debt upon the converted prop- 
erty is includible in the amount realized by the taxpayer. Cf., Ovider Realty Co. v. 
Comm’r, 193 F.2d 266 (4th Cir. 1951), affirming 10 T.C.M. 433 (1951). 

7 Fortee Properties, Inc., 19 T.C. 99 (1952). 

76 Comm’r v. Fortee Properties, Inc., 211 F.2d 915 (2d Cir. 1954), reversing 19 T.C. 
99 (1952), cert. denied, 348 U.S. 826, 75 Sup. Ct. 43 (1954). The rationale of the de- 
cision was stated as follows: “While the Crane case can literally be distinguished as 
involving a different section and a different type of transaction, we think both the 
reasoning and spirit of the opinion are applicable here. The basis of the taxpayer’s 
argument here is that, since he was not personally liable on the mortgage, he received 
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In a recent case, the Tax Court stood firm in its position on the ground 
that the doctrine of the Crane decision is inappliable inasmuch as the Court 
in the Crane case did not treat with the question as to the proper construc- 
tion of the involuntary conversion provisions.77 The effect of the Tax 
Court decision is to attribute a different meaning to the term “amount 
realized” in section 1033, governing involuntary conversions, than it does to 
the same term employed in section 1001, which states the general rule for 
determination of gain or loss from the sale or other disposition of property. 
There is no apparent or convincing basis for this distinction. The view of 
the Second Circuit is more firmly grounded on both policy considerations 
and principles of statutory construction.?® Inasmuch as the regulations adopt 
the latter rule,”® the taxpayer can find little solace in the Tax Court’s posi- 
tion unless he is willing to resort to litigation.®° 

To avoid recognition of gain upon an involuntary conversion of prop- 
erty, the taxpayer is no longer required to trace the proceeds directly to 
the replacement property.®! It is only necessary to show that the cost of the 
replacement property, including purchase-money obligations, equals or ex- 
ceeds the amount realized upon the conversion of the old property. Aboli- 
tion of the tracing requirement enables the taxpayer to apply the proceeds 
of the conversion to the liquidation of encumbrances on the converted prop- 
erty without recognition of gain, provided the cost of the replacement prop- 
erty is at least equal to the amount realized upon the conversion. Similarly, 


it enables the taxpayer to finance the purchase of replacement property by 
a purchase-money mortgage and, to that extent, to retain a portion of the 
proceeds received upon the conversion for working capital purposes. 


no benefit and, hence, no gain on the satisfaction of the mortgage by payment to the 
mortgagee. This contention was rejected in the Crane case as to a transfer of property 
subject to a non-assumed mortgage. There the Court said that one ‘not personally 
liable on the debt, who sells the property subject to the mortgage and for an additional 
consideration, realizes benefit in the amount of the mortgage * * *.’ Similarly, satis- 
faction of a non-assumed mortgage, by payment to the mortgagee, benefits taxpayer 
in the case at bar. In practical terms, for the purpose of protecting his property from 
foreclosure, where the value of the property is greater than the amount of the mortgage, 
the taxpayer-mortgagor has to treat the obligations of a non-assumed mortgage as if 
they were his personal obligations. Payment to the mortgagee relieved the owner of 
this necessity.” 211 F.2d at 916. 

™ Frank W. Babcock, 28 T.C. 781 (1957), appeal pending, 9th Cir. 

78 See note 76 supra. 

79 “Tf, in a condemnation proceeding, the Government makes an award to a mort- 
gagee to satisfy a mortgage on the condemned property, the amount of such award 
shall be considered as a part of the ‘amount realized’ upon the conversion regardless 
of whether or not the taxpayer was personally liable for the mortgage debt.” U.S. 
Treas. Reg. § 1.1033(a)-2(c) (11) (1957). 

80In those circuits which have not considered the question, litigation may be 
justified if the amount involved is sufficient. 

81Int. Rev. Code of 1939, § 112(f), as amended, 65 Srat. 733 (1951); Int. Rev. 
Cove oF 1954, § 1033(a) (3) (A). 
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Transfer of Mortgaged Property to a Corporation 


The tax consequences of a transfer of mortgaged real estate to a corpor- 
ation in exchange for stock of the transferee depends on two factors: 
(1) whether the transfer is made to a “controlled” corporation within the 
provisions of section 351; and (2) whether the amount of the mortgage in- 
debtedness exceeds the basis of the property transferred. 

If the exchange of mortgaged real estate is consummated with a corpor- 
ation other than a “controlled” corporation, gain or loss will be recognized. 
An exchange of real estate for corporate stock, whether consummated with 
the issuing corporation or with a shareholder, does not constitute a “like 
kind” exchange within the provisions of section 1031. In the case of a tax- 
able exchange of mortgaged property for corporate stock, the amount 
realized upon the exchange will be increased by the amount of the mortgage 
debt.®? 

Section 351 provides an exception to the general rule recognizing gain 
or loss upon an exchange of property for corporate stock. Under these pro- 
visions, no gain or loss will be recognized if the exchange is consummated 
with a “controlled” corporation. To meet the control requirement, the 
transferor or transferors must hold at least 80 per cent of the stock of the 
corporation immediately after the exchange.** The nonrecognition rule of 
section 351 is qualified, however, by section 357(c), which provides that if 
the mortgage debt exceeds the basis of the property in the hands of the 
transferor, gain shall be recognized to the extent of the excess.8* This rule 
is applicable whether the corporation assumes the mortgage debt or takes 
the property subject to the encumbrance.* 

The non-recognition provisions of section 351 are generally applicable 
with respect to property transfers made upon organization of a corporation 
by one or more persons. At the time of the organization of a corporation, 
all participants are taken as a unit in determining whether the control re- 
quirement is met.8* This is not the case, however, with respect to transfers 
made to the corporation subsequent to its organization. Where the exchange 


82 United States v. Hendler, 303 U.S. 564, 58 Sup. Cr. 655 (1938). 

83 The 80% requirement is defined to mean ownership of at least “80 percent of the 
total combined voting power of all classes of stock entitled to vote and at least 80 
percent of the total number of shares of all other classes of stock of the corporation.” 
Int. Rev. Cope or 1954, § 368(c). 

841f, however, the transaction constitutes a tax avoidance scheme within section 
357(b), the entire amount of the liabilities assumed by the corporation will be con- 
sidered as money received by the taxpayer upon the exchange. 

85 The 1954 Code provides a similar rule with respect to the distribution of en- 
cumbered property by a corporation to a shareholder. In that case gain will also be 
recognized to the distributing corporation to the extent that the liability exceeds the basis 
of the property in the hands of the corporation. If the shareholder does not assume the 
liability, the recognized gain is limited to the amount by which the fair market value 
of the property exceeds its adjusted basis. Int. Rev. Cope or 1954, § 311(c). 

86 U.S. Treas. Reg., § 1.351-1(a) (2), Example (1) (1955). 
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of real property for stock is consummated in a transaction separate and 
apart from the organization of the corporation, gain or loss will be recog- 
nized if the individual transferor does not hold 80 per cent of the corporate 
stock immediately after the exchange.%? 

The statute adopts a rule of substituted basis with respect to a transfer 
of property to a controlled corporation in exchange for stock.8* Thus, in an 
exchange of mortgaged real estate for stock, the basis of the stock received 
is the basis of the mortgaged property adjusted for any gain recognized and 
for liabilities transferred. If no gain is recognized upon the exchange, the 
basis of the stock received is the basis of the real estate transferred reduced 
by the amount of the mortgage, whether it was assumed by the corporation 
or whether the property was taken subject thereto.8® Where gain is recog- 
nized upon the exchange—that is, where the mortgage debt exceeds the 
basis of the property transferred—the foregoing formula is modified by 
increasing the basis of the stock received by the amount of the gain recog- 
nized on the transaction. The effect is to provide a zero basis for the stock 
received.” 

Contribution of Mortgaged Property to a Partnership 


The tax consequences of a contribution of mortgaged property to a 
partnership will depend on whether the mortgage debt is transferred to 
the partnership. Assumption of the mortgage debt by the partnership will 
necessitate an adjustment of the bases of the respective partners’ interests 
in the partnership and, contrary to the general rule, may result in the 
realization of taxable gain by the contributing partner. 

Under the 1954 Code, the transfer of mortgaged property to the 
partnership is treated as if there were two separate and distinct transactions 
—a transfer of property on the one hand and an assumption of liabilities on 
the other.*! Pursuant to section 721, no gain is recognized with respect to 
the contribution to the partnership of property in kind; and, under section 
722, the basis of the property transferred is added to the basis of the con- 
tributing partner’s interest in the partnership. Since the assumption of the 
mortgage liability by the partnership shifts a portion of the debt from the 
contributing partner to the other partner or partners, section 752 treats 
the assumption of the debt by the partnership as if there were a transfer of 
cash between the partners. Section 752(a) provides that any increase in 
a partner’s share of partnership liabilities shall be considered as a contribu- 
tion of money by the partner to the partnership. Conversely, section 752(b) 


87 Jd., Example (2). 
88 Int. Rev. Cope or 1954, § 358. The basis of the mortgaged property received by 
the corporation in exchange for its stock is the same as it would be in the hands of 
the transferor increased by the amount of gain recognized to the transferor upon the 
exchange. Id. § 362(a). 
89 U.S. Treas. Reg., § 358-3(b), Example (1) (1955). 
90 Jd., Example (2). 
91 Witiis, HANDBOOK OF PARTNERSHIP TAXATION § 6.03 (1957). 
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provides that any decrease in a partner’s individual liabilities by reason of 
the assumption by the partnership of such individual liabilities shall be con- 
sidered as a distribution of money to the partner by the partnership. Where 
the partnership takes the property subject to the mortgage, the foregoing 
rules are applicable to the extent of the fair market value of the property. 
Thus, the partner who contributes mortgaged property to the partnership 
will realize taxable gain if the portion of the mortgage debt shifted to the 
other partner or partners exceeds the basis of his partnership interest. 

To illustrate the operation of the statutory provisions, assume that A 
and B create an equal partnership. A contributes real estate having a basis 
of $6,000 and an agreed fair market value of $35,000. The property is 
taken by the partnership subject to an outstanding mortgage of $10,000. 
B contributes cash of $25,000. Without the rules prescribed by section 752, 
the basis of A’s interest would be $6,000, the basis of the real property con- 
tributed in kind, and the basis of B’s interest would be $25,000, the amount 
of his cash contribution. But section 752 recognizes that the transfer of 
the mortgaged property to the partnership serves to shift one half of the 
mortgage debt to B. Consequently the basis of B’s partnership interest is 
increased by $5,000 to $30,000 and the basis of A’s partnership interest is 
decreased by an equal amount, to $1,000. The effect is to treat the trans- 
action as if B contributed an additional $5,000 in cash which was then - 
distributed by the partnership to A. 

As indicated by the foregoing example, the contribution of mortgaged 
property to a partnership will produce taxable gain only in those cases 
where the amount of the liability which is shifted to the other partner or 
partners exceeds the basis of the contributed property. This would be the 
case in the above illustration if the basis of the real property contributed 
by A were $4,000. In that event, the distribution of $5,000 which is pre- 
sumed by section 752(b) would reduce the basis of A’s partnership interest 
to zero and result in a taxable gain of $1,000." 


92 Int. Rev. Cope or 1954, § 752(c). “Where property subject to a liability is con- 
tributed by a partner to a partnership, or distributed by a partnership to a partner, the 
amount of the liability, to an extent not exceeding the fair market value of the property 
at the time of the contribution or distribution, shall be considered as a liability assumed 
by the transferee.” U.S. Treas. Reg., § 1.752-1(c) (1956). Section 752 applies only 
where the liability is actually transferred and payment thereof is to be made by the 
transferee partner or partnership. S. Rep. No. 1622, 83d Cong., 2d Sess. 405 (1954). 
The rule indicated here and in the text is also applicable with respect to the sale of 
a partner’s interest where the purchaser assumes the former partner’s share of partner- 
ship liabilities. Int. Rev. Cope or 1954, § 752(d). 

%3 Under section 731(a), the distribution to the contributor of mortgaged property 
which is presumed by section 752(b) would first be applied against the basis of his 
partnership interest. Any excess would generally be taxable as capital gain under 
section 741(a). 

Tt is interesting to compare the tax treatment of a contribution of mortgaged 
property to a partnership under section 752 with a similar contribution to a corporation 
in exchange for stock under section 357. The entity concept applies with respect to the 
corporation and a taxable gain is recognized to the extent that the mortgage debt ex- 
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Gift of Mortgaged Property 


Family gifts. Mortgaged property transferred by gift is subject to the 
gift tax to the extent of the value of the equity transferred to the donee.” 
The usual principles of valuation are applicable in making this determina- 
tion. The income tax consequences of the transaction are equally well de- 
fined but are not as readily acceptable. Section 1015 provides that the 
donee shall succeed to the donor’s basis in the determination of gain upon 
a subsequent sale of the property. It follows that the donee is not permitted 
to increase the basis of the property by the payments made upon the mort- 
gage and consequently he enjoys no tax benefit from a subsequent liquida- 
tion of the mortgage debt. If the mortgage indebtedness represents a 
purchase-money mortgage placed upon the property by the donor, it is not 
difficult to accept this result. In this case, the mortgage constitutes a part 
of the donor’s cost basis and the donee receives the tax benefit of the mort- 
gage which he subsequently liquidates. In this situation there are no un- 
toward income tax consequences. 

On the other hand, if the donor obtained a loan upon the security of 
the property subsequent to its acquisition, the income tax consequences 
following a gift of the property are somewhat perplexing. Assume, for 
example, that a taxpayer purchased unimproved farm land in 1935 at a cost 
of $50,000. In 1950, after the property had substantially appreciated in 
value, he borrowed $75,000 upon the security thereof. In 1957, when the 
property had a fair market value of $200,000, he deeded the tract to his son 
who took title subject to the mortgage. Under these circumstances, there 
is a taxable gift of $125,000, and the son succeeds to his father’s cost basis 
of $50,000. As previously noted, the son will not be permitted to adjust 
his basis for the payments made in liquidation of the mortgage indebtedness. 
If the son pays off the mortgage and sells the property for $200,000, he will 
realize a taxable gain of $150,000—the proceeds of the sale less the donor’s 
substituted basis of $50,000. No tax benefit is allowed for the $75,000 paid 
upon the mortgage. This failure to grant the son an increased cost basis 
can be justified, however, on the ground that this expenditure merely 
offsets the gain of $75,000 enjoyed by his father without income tax liability. 
If we consolidate the various transactions, the donor and donee together 
have realized a total of $275,000 upon the property—$75,000 received by 
the father upon the mortgage loan, and $200,000 received by the son upon 
the sale. Together they are out of pocket $125,000—$50,000 paid by the 
father in acquiring the property and $75,000 paid by the son upon the 


ceeds the basis of the property transferred. The aggregate concept applies in the case 
of a partnership and gain is recognized only to the extent that the portion of the 
mortgage debt shifted to the other partners exceeds the basis of the contributing part- 
ner’s interest in the partnership. If the mortgaged property constitutes the taxpayer’s 
sole capital contribution, the basis of the property transferred is the basis of his partner- 
ship interest. 

%5 Minnie Janos, 11 T.C.M. 1211 (1952). 
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mortgage. This provides a net gain of $150,000 which, under the circum- 
stances, is taxable to the son. 

The foregoing illustration suggests the possibility of utilizing gifts of 
mortgaged property followed by sale as a device for shifting taxable income 
into lower tax brackets within the family group.® Close connection of the 
mortgage, gift and sale would be suspect, however, and might be treated as 
a single integrated transaction. In that event, gain on the sale would be 
attributed to the donor.®? Another risk arises if the outstanding mortgage 
exceeds the donor’s basis and the donee assumes the mortgage debt as part 
of the transaction. This may lead to the contention by the Commissioner 
that the transaction is in reality a sale rather than a gift, on the ground that 
the transferee’s assumption of the mortgage debt constitutes consideration 
for the transfer. In that case the donor-transferor would realize taxable 
gain measured by the difference between the mortgage debt and his basis 
for the property. At the same time, the transaction would be treated as a 
gift for gift tax purposes to the extent that the fair market value of the 
property exceeds the consideration given by the transferee.°® The trans- 
feree-donee’s basis for the property in this instance would be his cost, 
namely, the amount of the mortgage debt.® 

Charitable gifts. Gifts to charity of property in kind qualify as chari- 
table contributions under section 170 to the extent of the fair market value 
of the contributed property.!® In recent years, taxpayers have found it de- 
sirable to contribute substantially appreciated property in kind to take full 
advantage of the charitable deduction and at the same time avoid realization 
of taxable gain upon the appreciation in the value of the property. Where 
mortgaged property is donated to charity, the amount of the charitable con- 
tribution is the value of the equity in the property at the date of the transfer. 

Since a cash-basis taxpayer is entitled to deduct prepaid interest in the 
year in which paid,!®! it has been possible to obtain a double tax deduction 


%6 This might be particularly advantageous where the donor is a dealer in real 
property and the gain on the sale is taxable as ordinary income. Alexander v. Comm’r, 
190 F.2d 753 (Sth Cir. 1951) (rancher’s gift of cattle to son shifted income to son); 
Visintainer v. Comm’r, 187 F.2d 510 (10th Cir. 1951), cert. denied, 342 U.S. 858 72 Sup. 
Cr. 85 (1951) (rancher’s gift of sheep to children shifted income to donees). 

7 The risk that the gain on the transaction will be attributed to the donor arises 
where the donor has engaged in negotiations for the sale of the property concurrently 
with the consummation of the gift. E.g., McInerney v. Comm’r, 82 F.2d 665 (6th Cir. 
1936); Weil v. Comm’r, 82 F.2d 561 (5th Cir. 1936), cert. denied, 299 U.S. 552 (1936); 
Cecil E. Lucas, 6 T.C.M. 870 (1947); Howard Cook, 5 T.C. 908 (1945). In these cases 
it was held that the gifts were either incomplete, lacked sufficient bona fides to justify 
recognition for tax purposes, or were intended as gifts of the proceeds of the sale and 
not as gifts of the properties which were the subject of sale. 

8 Int. Rev. Cope or 1954, § 2512(b). 

U.S. Treas. Reg., § 1.1015-4 (1957). 

100 U.S. Treas. Proposed Reg., § 1.170-1(b) (August 7, 1956). 


101 Cases cited note 41 supra. 
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by prepaying the interest upon a mortgage loan and then donating the 
mortgaged property to charity. The prepaid interest has been deductible 
as interest paid under section 163 and, at the same time, the charitable de- 
duction has been increased by the amount of the prepayment which is taken 
into account in valuing the contributed property. Legislation now pending, 
if adopted, will correct this loophole by amending section 170 to reduce 
the charitable deduction by the amount of the prepaid interest attributable 
to any period subsequent to the making of the contribution.! 


Gift of Mortgaged Property on Trust 


A transfer of mortgaged property upon irrevocable trust as a gift to 
others poses serious tax risks for the settlor which cannot be avoided under 
the present code provisions and related decisions. The crux of the problem 
is whether the periodic application of trust income to the payment of the 
interest and principal upon the mortgage will be treated as distributions of 
income to the settlor. If the payments by the trustee of the mortgage 
interest and principal are treated as distributions to the settlor, dual tax 
consequences will follow. As might be expected, the income so applied 
will be taxed to the settlor under section 677, which provides that the 
grantor shall be treated as owner of a trust to the extent that the income 
thereof is applied for his benefit.!°? Secondly, for purposes of the federal 
estate tax, the creation of the trust will be treated as a transfer with a 
retention by the settlor of a right to the income under section 2036. If 
the settlor were to die prior to liquidation of the mortgage indebtedness, the 
trust corpus would be included in his gross estate. 

There can be no quarrel with the application of either section 677 or 
section 2036 provided, of course, that it is correctly concluded that the 
settlor actually receives the benefit of the trust income. A taxpayer cannot 
avoid income or estate taxes by transferring his property on trust and re- 
quiring the trustee to apply the income therefrom to the discharge of his 
liabilities.1° But it does not follow that a gift of mortgaged property on 


102 Technical Amendments Act of 1958, H.R. 8381, 85th Cong., 2d Sess. § 11. 
(Passed by House of Representatives, Jan. 28, 1958.) 

103 “Ujnder section 677 a grantor is, in general, treated as owner of a portion of a 
trust whose income is, or in the discretion of the grantor or a nonadverse party, or 
both, may be applied in discharge of a legal obligation of the grantor.” U.S. Treas. 
Reg. § 1.677(a)-1(d) (1956). In this case, the grantor would be entitled to the deduc- 
tions for interest, taxes and other deductible expenses relating to the mortgaged prop- 
erty. Int. Rev. Cope or 1954, § 671. 

104 Where section 2036 is applicable, the mortgaged property transferred on trust 
would be includible in the decedent’s gross estate in the proportion which the income 
from the property applied to the payment of the mortgage interest and principal bears 
to the total income produced by the property. See Estate of Paul Garrett v. Comm’r, 
180 F.2d 955 (2d Cir. 1950). 

105 F.g., Helvering v. Blumenthal, 296 U.S. 552, 56 Sup. Cr. 305 (1935), reversing 
76 F.2d 507 (2d Cir. 1935), and affirming 30 B.T.A. 591 (1934) (income tax: trust in- 
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trust results in an economic benefit to the settlor. The “benefit” test which 
should apply for both income and estate tax purposes was suggested—but 
ignored—in Hays’ Estate v. Commissioner, a case involving the question 
as to whether the transfer of mortgaged property on trust constituted a 
transfer with a retention of the right to income for purposes of the federal 
estate tax. The “benefit” test was formulated in the following terms: 


“It is not a general or indefinite benefit but a pecuniary benefit that 
is necessary for a transaction to constitute a reservation of income... . 
A pecuniary benefit means an increase in one’s net worth by the receipt 
of money or property.” 17 


To postulate a rule upon the basis of the foregoing language: The 
taxpayer who transfers mortgaged property on trust should be taxed on 
the trust income only if his net worth is increased by the subsequent appli- 
cation of the trust income to the liquidation of the mortgage debt. This will 
turn on whether the mortgage is a purchase-money mortgage upon the 
property transferred on trust or whether it is security for a loan obtained 
by the taxpayer subsequent to the acquisition of the property. If the former, 
the settlor does not benefit from the liquidation of the debt by the trustee; 
if the latter, he does. The difference is that in the latter case the settlor re- 
tains the benefit of the loan obtained upon the security of the property and, 
by application of the trust income, is relieved of the obligation of liquidat- 
ing the debt incurred.1°8 Whether the settlor remains personally liable upon 
the debt discharged by the trustee is of no moment. 

The difficulty with the decisions in the few cases dealing with this 
specific problem is that the “benefit” rule has not been formulated in 
definitive terms and has been followed, if at all, only by accident and not 


come applied to payment of bank loan obtained by settlor); Comm’r v. Dwight’s 
Estate, 205 F.2d 298 (2d Cir. 1953), cert. denied, 346 U.S. 871, 74 Sup. Cr. 121 (1953) 
(estate tax: income of trust payable to decedent’s wife for her “support and mainte- 
nance”). The Commissioner has recently ruled that the grantor is taxable under § 677 
upon the income of a trust applied to the payment of gift taxes due with respect to the 
particular transfer on trust. Rev. Rul. 57-564, 1957-48 Int. Rev. Butt. 23. 


106 181 F.2d 169 (Sth Cir. 1950), reversing 12 T.C. 210 (1949). 

107 JJ, at 171. In the omitted portion of the quotation, the court stated its con- 
clusion that the decedent enjoyed no economic benefit from the transfer on trust. 

108'To illustrate: (1) Taxpayer A purchases property at a cost of $100,000. He 
pays half the purchase price and executes a purchase money mortgage for the balance 
of $50,000. Thereafter, he transfers the property upon irrevocable trust for the benefit 
of a third party but provides that the trust income shall be applied first to the payment 
of the mortgage interest and principal. Subsequent liquidation of the mortgage debt 
by the trustee does not increase A’s net worth. He has not only transferred the debt, 
but also the property which was acquired as the product of the debt. 

(2) Taxpayer B owns real property which has a fair market value of $100,000. He 
borrows $50,000 upon the security of a first mortgage upon the property and subse- 
quently transfers the property on trust subject to the same terms and conditions as 
in example (1). In this case, B retains the proceeds of the $50,000 loan, but has trans- 
ferred the debt to the trustee. Thus, subsequent liquidation of the mortgage by the 
trustee serves to increase B’s net worth by $50,000, 
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by design. The first case was Loeb v. Commissioner,’ which involved the 
question as to whether the settlor was taxable upon the income from the 
trust. The taxpayer had incurred certain indebtedness which was secured 
by a pledge of securities subsequently transferred on trust for the benefit of 
his sons. The trustee was authorized to apply the trust income to the 
liquidation of liens and encumbrances upon the trust property. The court 
properly held that the income so applied was taxable to the settlor, but 
based its decision solely upon the code provision, now found in section 677, 
by concluding that the trust income was “distributed to the grantor” since 
it was applied to the liquidation of a debt previously incurred by him. The 
language of the decision indicates that the court was concerned primarily 
with the mechanics of the statute and whether the income was applied or 
could be applied to the liquidation of a debt of the settlor.1!° There was no 
discussion of the more fundamental point as to whether a “benefit” was 
realized by the settlor—i.e., whether the debt related to the acquisition of 
the property transferred on trust or was independent thereof. 

The next decision was that in Hays’ Estate 1 which, as previously ob- 
served, involved a question under the federal estate tax as to whether crea- 
tion of the trust constituted a transfer with retention of a right to income. 
The decedent-settlor had borrowed money upon the security of certain 
farm lands and later transferred the property on trust for the benefit of her 
children imposing upon the trustee the duty to apply the income toward 
the payment of the mortgages. This provided a clear case for application 
of the “benefit” rule suggested by the language of the decision. But the 
court’s suggestion must have been wholly inadvertent. In any event, it was 
concluded that the trustee, by assumption of the mortgage debts, became 
primarily liable thereon leaving the settlor-mortgagor in the position of a 
surety. On this basis it was held that payment of the mortgage notes by 
the trustee did not discharge a legal obligation of the settlor and did not 
increase her net worth. Thus the court ignored the fact that the decedent 
had retained the benefit of the loans obtained upon the security of the trust 
property.1!? 


109 159 F.2d 549 (7th Cir. 1947), affirming 5 T.C. 1072 (1945). The Loeb case was 
the first to reach the court of appeals. Less than a month prior to its decision in the 
Loeb case, however, the Tax Court had reached a similar result in another case involving 
similar facts. Clifton B. Russell, 5 T.C. 974 (1945), appeal dismissed, 154 F.2d 829 (1st 
Cir. 1946). 

110 One facet of the Loeb case involved the application of the provisions of section 
677 taxing the settlor upon income which could be distributed to him in his discretion 
or in the discretion of a non-adverse party even though such distribution had not 
actually occurred. 

111 181 F.2d 169 (5th Cir. 1950), reversing 12 T.C. 210 (1949). 

112 With respect to the mortgage loans upon the several tracts of farm land, the 
Tax Court stated: “The evidence before us does not show for what purpose the 
decedent obtained the mortgage loans on the trust properties.” Hays’ Estate, 12 T.C. 
210, 215 (1949). However, the recital of facts in the Tax Court decision indicates that 
as to one tract of farm land the mortgage thereon was assumed by the settlor upon 
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The third and most recent case relating to this problem was also de- 
cided by the Fifth Circuit,!!3 the same court which rendered the decision 
in Hays’ Estate. The taxpayers had incurred substantial indebtedness in 
acquiring the property transferred on trust for the benefit of children and 
grandchildren. Under the terms of the trust, the trust income was to be ap- 
plied first to the payment of the outstanding indebtedness secured by the 
trust property. The question presented was whether the settlors were 
taxable upon the trust income. The court recognized that the grantors 
could not benefit by the trustee’s liquidation of the purchase money obli- 
gation and properly held that they were not taxable upon the trust income. 
However, the decision was not squarely premised upon the “benefit” test. 
It was clouded by the emphasis which the court placed upon the fact that 
the settlors were no longer personally liable upon the purchase money obli- 
gation after its assumption by the trustees with the assent of the creditor.1!* 
For this reason, the court concluded that the case was analogous to the 
situation in Hays’ Estate. But this analogy is erroneous and indicates that 
the court was relying upon an improper criterion, namely, whether the 
settlor continues to be personally liable for the debt subsequent to the crea- 
tion of the trust. It is submitted that this factor is wholly irrelevant. 


PAYMENT OF THE MORTGAGE DEBT 


Premium for Prepayment 


Generally, payment of the mortgage debt in full at maturity, whether 
by installments or in a lump sum pursuant to the terms of the mortgage, in- 
volves no tax consequences. Problems do arise, however, where there is a 
payment of a premium or the allowance of a discount upon settlement of 
the debt. The Commissioner, reversing his former position, has recently 
ruled that the premium paid by the debtor for the privilege of prepaying 
a mortgage debt is allowable as an interest deduction under section 163.115 
This ruling is based upon a Tax Court decision which held that prepayment 
premiums received by a mortgagee insurance company constituted interest 
income within the provisions of section 201(c)(1) of the 1939 Code relat- 
ing to the gross income of life insurance companies."* If the mortgagee 
acquired the mortgage by assignment at a discount, the difference between 
the face amount of the mortgage received at maturity and his cost basis 
would be taxable as ordinary income.1!” 


acquisition of the property in 1933. To this extent, the property transferred on trust 
included a purchase-money mortgage and was properly excludible from the gross estate 
under the “benefit” test. 

118 Edwards v. Greenwald, 217 F.2d 632 (5th Cir. 1954). 

114 Jd, at 634-35. 

115 Rey, Rul. 57-198, 1957-20 Int. Rev. Buti. 7, revoking Rev. Rul. 55-12, 1955-1 
Cum. Butt. 259, and Rev. Rul. 168, 1953-2 Cum. Butt. 19. 

116 General Am. Life Ins. Co., 25 T.C. 1265 (1956), acq., 1956-2 Cum. Butt. 5. 

117 See A. B. Culbertson, 14 T.C. 1421 (1950). 
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Discount on Settlement 


Liquidation of the mortgage debt at a discount involves a question as 
to realization of income by the debtor.1!8 This problem has been sub- 
stantially resolved for individuals as well as corporations by section 108 of 
the 1954 Code.1!® The statute provides for exclusion of the discount from 
the mortgagor’s taxable income on condition that the taxpayer elect to 
adjust the basis of the mortgaged property pursuant to the regulations 
prescribed under section 1017. In the case of an individual, the benefit of 
section 108 is available only if the indebtedness was “incurred or assumed 
. .. In connection with property used in his trade or business.” With re- 
spect to this requirement, the regulations provide that the test is not whether 
the indebtedness incurred by the individual is secured by business property, 
but rather whether the proceeds of the indebtedness are used to purchase, 
repair, or improve property used in his trade or business.12° The regulations 
provide that the statute shall apply whether the taxpayer is personally liable 
for the indebtedness or holds property subject to the debt.!*4 From the 
standpoint of the mortgagee, settlement of the debt at a discount will gen- 
erally result in a bad debt deduction.!*? 


FORECLOSURE OR DEED IN LIEU OF FORECLOSURE 


Mortgagor 


Gain or Loss Generally. Settlement of the obligations under the mort- 
gage following default by the mortgagor is generally effected either by 
foreclosure proceedings in which the mortgagee “bids in” the property or 
by deed to the mortgagee in lieu of foreclosure.1** In either case, the mort- 
gagor may realize taxable gain or—with one exception—incur a deductible 
loss. If the property which is subject to foreclosure is used as the tax- 
payer’s residence, gain will be recognized but no loss deduction will be 
allowed.1?4 

Gain or loss will be determined by the difference between the adjusted 
basis of the property and the outstanding obligations which are satisfied 


118Comm’r v. Jacobson, 336 U.S. 28, 69 Sup. Ct. 358 (1949); United States v. 
Kirby Lumber Co., 284 U.S. 1, 52 Sup. Ct. 4 (1931). But see Helvering v. American 
Dental Co., 318 U.S. 322, 63 Sup. Cr. 577 (1943). 

119Section 108 of the 1954 Code extends to individuals the benefit of section 
22(b) (9) of the 1939 Code which applied solely to corporations. 

120U.S. Treas. Reg., § 1.108(a)-1(a) (2) (1956). 

121 Jd, § 1.108(a)-1(a) (1). 

122 James R. Stewart, 39 B.T.A. 87 (1939); LT. 3548, 1942-1 Cum. Butt. 74. 

128 See Prather, Foreclosure of the Security Interest, infra p. 439. 

124 A loss upon the sale or other disposition of one’s residence is considered a non- 
deductible personal or living expense in the nature of rent. Int. Rev. Cope or 1954, 
§ 262; W.H. Moses, 21 B.T.A. 226 (1930). 
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by the foreclosure or by the deed executed in lieu of foreclosure.!5 As will 
be noted below, the amount realized by the mortgagor upon the disposition 
of the property includes, under the doctrine of the Crane decision, the 
outstanding indebtedness irrespective of the mortgagor’s personal liability. 
The character of the gain or loss will turn upon two factors: the nature 
of the property, and whether the transaction constitutes a sale or exchange. 
If the mortgaged property is held for sale in the ordinary course of business 
—for example, by a real estate dealer—any gain will be taxed as ordinary 
income and any loss will be deductible in full as an ordinary loss. In this 
case, one need not be concerned with the question as to whether the dis- 
position of the property constitutes a sale or exchange. 

If the mortgaged property is a capital asset in the hands of the taxpayer, 
any gain or loss will be treated as capital gain or loss, provided there is a 
sale or exchange.!** A typical example of property falling in this category 
is unimproved non-income producing real estate held by a taxpayer as an 
investment. A third classification to consider is property used in the tax- 
payer’s trade or business which has been held for more than six months. If 
there is a sale or exchange, any gain upon this type of property is treated 
as long-term capital gain and any loss is deductible as an ordinary loss.1** 
Property used directly in the conduct of the taxpayer’s business clearly falls 
in this category.!28 There is some question as to whether rental real estate— 
particularly a single parcel—held by the taxpayer as an investment qualifies 
as property used in a trade or business. The weight of authority is clearly 
in the affirmative with the Tax Court an ardent adherent of this view.1*° 


125 Where the mortgaged property is sold to a third party at a foreclosure sale, 
the amount realized is the bid price and gain or loss will be determined accordingly. 
If the taxpayer is subsequently required to pay a deficiency, no additional deduction 
will be allowed since the payment constitutes a payment upon the purchase price, the 
loss having been incurred in the year of foreclosure. Harry H. Diamond, 43 B.T.A. 
809 (1941). But see Charles H. Black, Sr., 45 B.T.A. 204 (1941). In the Black case, 
the taxpayer was on a cash basis and the property constituted stock in trade so that the 
loss on foreclosure was limited by his out-of-pocket cost. Upon subsequent payment 
of a deficiency, he was allowed an additional deduction. 

126 By definition, a capital gain or loss arises only if the capital asset is disposed 
of by sale or exchange. INt. Rev. Cope or 1954, § 1222. 

127 INT. Rev. Cope or 1954, § 1231. In applying this provision, the taxpayer is re- 
quired to pool gains and losses on the sale or exchange of property used in a trade or 
business and gains and losses on the involuntary conversion of business property and 
capital assets, all of which have been held for more than six months. A net gain is 
taxed as long-term capital gain; a net loss is deductible as an ordinary loss. 

128 This classification was accorded to unimproved real estate purchased by the 
taxpayer as a site for construction of a warehouse and store building to be operated in 
the conduct of its business. The taxpayer subsequently abandoned its plans and disposed 
of the property at a loss. The Tax Court held that the property was used in the tax- 
payer’s trade or business and allowed an ordinary loss deduction. Carter-Colton Cigar 
Co., 9 T.C. 215 (1947), acqg., 1947-2 Cum. Butt. 1. 

129 The following decisions are indicative of the Tax Court’s position: Henry L. 
Stern Trust, 26 T.C. 1213 (1956); Rosalie W. Post, 26 T.C. 1055 (1956); Adolph 
Schwarcz, 24 T.C. 733 (1955); Anders I. Lagreide, 23 T.C. 508 (1954); Almy Gilford, 
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Although foreclosure results in an involuntary disposition of the tax- 
payer’s property, the transaction constitutes a “sale” for purposes of section 
1222, relating to capital assets, and section 1231, relating to property used 
in a trade or business.'°° This is the case irrespective of whether the tax- 
payer is personally liable upon the mortgage indebtedness.1*! Where there 
is a foreclosure, the “sale” generally is deemed to have been closed for pur- 
poses of reporting either gain or loss in the year in which the right of 
redemption expires.'%? Exceptions to the rule have been recognized with 
respect to losses, however, where the surrounding circumstances established 
a Closed transaction in the year of foreclosure.1*3 

A deed in lieu of foreclosure also constitutes a “sale” if the mortgagor 
is personally liable upon the mortgage debt. In this case, the transaction has 
been likened to a sale for cash in an amount equal to the outstanding in- 
debtedness, followed by the application of the proceeds to the liquidation 
of the taxpayer’s personal liability upon the mortgage.!*4 

Gain Realized By A Mortgagor Not Personally Liable. Absence of per- 
sonal liability for the mortgage debt has provoked considerable litigation 
upon the question as to whether the taxpayer may be deemed to have 
realized the amount of the outstanding indebtedness for the purpose of de- 
termining taxable gain. This question has arisen in connection with fore- 
closures and deeds in lieu of foreclosure. In all cases, it has been the tax- 
payer’s principal contention that without personal liability no benefit ac- 
crued to him by liquidation of the mortgage debt. The cases, however, 


11 T.C.M. 175 (1952), aff'd, 201 F.2d 735 (2d Cir. 1953). In the Stern case the court 
stated: “We have repeatedly held that use of real estate for rental purposes constitutes 
use of the property in trade or business.” 26 T.C. at 1217. In the Post decision, the 
court indicated some impatience with the Commissioner: “We do not understand why, 
at this late date, the respondent should dispute the petitioner’s claim that the . . . prop- 
erty was real property used in her trade or business of deriving rental income.” 26 T.C. 
at 1060. A leading court of appeals decision on this point is Fackler v. Comm’r, 133 
F.2d 509 (6th Cir. 1943), affirming 45 B.T.A. 708 (1941). For a comprehensive dis- 
cussion of this problem and the legislative background, see Comment, The Single 
Rental As A “Trade or Business” Under the Internal Revenue Code, 23 U. Cut. L. 
Rev. 111 (1955). The commentator recommends a statutory amendment to treat the 
rental of real estate as a trade or business “only where the taxpayer carries on a sig- 
nificant degree of activities in its management, operation, and maintenance.” It is sub- 
mitted that such a rule would unduly discriminate against the small real estate investor. 

180 Helvering v. Hammel, 311 U.S. 504 61 Sup. Ct. 368 (1941). In this case, the 
taxpayer claimed an ordinary loss upon foreclosure on the ground that a “sale” for 
purposes of the capital gain or loss provisions should be limited to voluntary disposi- 
tions of property. It was held that Congress did not intend that the term “sale” should 
be so restricted. The court also rejected the taxpayer’s contention that the foreclosure 
decree rather than the foreclosure sale was the definitive event which established his 
loss. 

181 Woodsam Associates, Inc. v. Comm’r, 198 F.2d 357 (2d Cir. 1952). 

182R, O'Dell & Sons Co. v. Comm’r, 169 F.2d 247 (3d Cir. 1948). 

133 F.g., Rhodes v. Comm’r, 100 F.2d 966 (6th Cir. 1939). 

184 Rogers v. Comm’r, 103 F.2d 790 (9th Cir. 1939). 
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either anticipating or following the rationale of the Crane decision, have 
consistently held against the taxpayer. 

Lutz ¢& Schramm Co.1*5 is apparently the first case to present this ques- 
tion. In 1925, the corporation borrowed a substantial sum upon the security 
of a real estate mortgage for which it was personally liable. In 1934, the 
corporation was faced with serious financial difficulties and the mortgagee 
adjusted the mortgage debt, released the original bond and mortgage, and 
accepted a new bond and mortgage by the terms of which the corporation 
was relieved of personal liability. The taxpayer’s financial condition 
worsened and in 1937 the corporation deeded the property to the mortgagee 
in satisfaction of the outstanding indebtedness of $300,000. The fair market 
value of the property at this date was found to be only $97,000. The Tax 
Court held that neither the absence of personal liability nor the fact that 
the fair market value of the property was substantially less than the mort- 
gage debt were controlling. The court emphasized the fact that the tax- 
payer “had received and used for its own benefit the $300,000 and the 
only repayment it made on this part of the debt was the transfer of the 
property. The debt was finally satisfied by that transfer.” 19° 

The next case to present the problem was Mendham Corporation,!*" 
where the property had been acquired in 1932 in a non-taxable exchange, 
subject to an outstanding mortgage which was not assumed by the tax- 
payer. Foreclosure proceedings were instituted in 1939, and the property 
was conveyed by sheriff’s deed to the mortgagee. The principal amount 
due upon the mortgage was $325,000, whereas the fair market value of the 
property was only $165,000. The Tax Court held that the taxpayer, having 
acquired the property in a non-taxable exchange, stepped into the shoes 
of its predecessor and concluded that the tax consequences of the fore- 
closure should be determined as if the ownership of the property had not 
changed from the date of the mortgage to the date of foreclosure. 

The First Circuit, in reliance upon the Crane decision, reached the 
same result in Parker v. Delaney 1°8 where the taxpayer, who had purchased 
real property upon the security of a 100 per cent purchase-money mort- 
gage without personal liability, subsequently reconveyed the property to 
the vendor-mortgagee. The resulting taxable gain was equal to the deprecia- 
tion deductions which had been allowed to the taxpayer during the period 
of his ownership, decreased by the payments made upon the purchase- 
money mortgage. The following language from the principal decision is 
of particular significance: 


“, . . We see no logical or practical distinction which takes the 
present case out of the rationale of that [the Crane] decision. If the 


195 1 TC.682: (1983). 

136 Jd. at 689. 

1879 T.C. 320 (1947). 

138 186 F.2d 455 (1st Cir. 1950), cert. denied, 341 U.S. 926, 71 Sup. Ct. 797 (1951). 
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amount of the unassumed mortgage in the Crane case was properly 
included in the amount realized on the sale, the amounts of the un- 
assumed mortgages should be held to have been realized on the dis- 
position in this case. In both, such amounts had been considered in 
determining the unadjusted basis. Since in the Crane case taxpayer 
obtained the property by devise, the basis was the fair market value 
at the time of acquisition. § 113(a). Depreciation had been computed 
and deducted on such amounts; and their relationship under § 113 to 
the question of gain realized under § 111 requires that account be 
taken of such value or cost in determining the realization on disposi- 
tion. Furthermore, the property in the hands of appellant was relieved 
at the time of disposition of the mortgage liens and obligation. So 
far as appellant was concerned as owner these were paid even though 
he was not personally liable for them. The matter was so treated in the 
Crane case .. .” 189 (Emphasis added.) 


Clearly, the court took the position that the taxpayer should be treated 
not only as owner of the property but also as the debtor under the mort- 
gage even though there was no personal liability.14° The court left open 
the question as to whether the result would be different if the value of 
the property were less than the amount of the mortgage indebtedness by 
noting that no evidence had been submitted to contradict the district 
court’s assumption that fair market value was equal to the mortgage debt. 
As an alternative, the taxpayer contended that the voluntary conveyance 
of the property to the mortgagee constituted an abandonment of the 
property so that there was no “sale or exchange” upon which to premise 
realization of a gain. The court observed, without deciding whether there 
was a “sale,” that there was a “disposition” of the property which was 
sufficient to warrant recognition of gain under the provisions of section 
1001(a).1*1 Since the government had not challenged the taxpayer’s initial 
report of the gain as capital gain, the court was not presented with the 
issue as to whether there was a “sale.” If there were no sale, the gain would 
have been taxable as ordinary income. Inasmuch as the court treated the 
non-liable owner as the debtor to justify its holding that there was a 
realization of the outstanding debt, the clear implication is that the trans- 
action constituted a sale. 

In two subsequent cases, the Second Circuit has also applied the prin- 
ciple of the Crane decision to attribute gain to owners who were not per- 
sonally liable upon the respective mortgage debts. The first case, Woodsam 
Associates v. Commissioner,'*? is on all fours with Mendham Corporation. 
There the taxpayer who had acquired the property in a non-taxable ex- 


189 Iq, at 458. 
140 See the conclusion reached by Rusoff, The Federal Income Tax Consequences 
of Transactions Relating to Mortgages on Land, 4 Burrato L. Rev. 181, 216 (1955). 


141 Int. Rev. Code of 1939, § 111. 
142 198 F.2d 357 (2d Cir. 1952). 
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change without personal liability was deemed, upon foreclosure, to have 
realized the amount of the outstanding mortgage debt. In the second, 
Commissioner v. Fortee Properties, Inc.,#3 the taxpayer was held to have 
realized the portion of a condemnation award which was paid directly to 
the mortgagee to liquidate an outstanding mortgage upon which the tax- 
payer was not personally liable. 

Nature of the Mortgagor’s Loss. The mortgagor’s loss upon settlement 
by foreclosure or by deed in lieu of foreclosure will qualify as an ordinary 
loss deduction if the property is held for sale in the ordinary course of 
business, or is used in the taxpayer’s trade or business and has been held for 
more than six months.'** If the property is a capital asset, the loss will be 
subject to the capital loss limitations. These rules are generally applicable 
whether or not the taxpayer is personally liable upon the mortgage debt. 

There is authority, which antedates the Crane decision, for the proposi- 
tion that if the taxpayer is not personally liable upon the mortgage debt, 
an ordinary loss can be assured by abandoning the property to the mort- 
gagee since an abandonment does not constitute a sale or exchange.’** The 
Crane decision contains a suggestion that this avenue is still open.1*® How- 
ever, the rationale of the Crane case and the subsequent decisions relying 
thereon, which are discussed in the preceding section, appear to have com- 
pletely undermined this proposition. As a matter of principle, such a dis- 
tinction is not justified.147 

Mortgagor’s Deduction for Interest and Taxes. The amount realized by 
the mortgagor upon foreclosure or by deed in lieu of foreclosure includes 
accrued and unpaid interest and taxes. These items will increase the amount 
of gain or decrease the amount of loss upon the disposition of the prop- 
erty.!48 If the mortgagor reports income on the accrual basis, prior years’ 


143 211 F.2d 915 (2d Cir. 1954), reversing 19 T.C. 99 (1952), cert. denied, 348 US. 
826 75 Sup. Cr. 43 (1954). 

144 With respect to property used in the taxpayer’s trade or business, see note 127 
supra. 

145 F.g., Polin v. Comm’r, 114 F.2d 174 (3rd Cir. 1940) (taxpayer delivered posses- 
sion to mortgagee on the understanding that the latter would foreclose and cancel the 
outstanding indebtedness); Commonwealth, Inc., 36 B.T.A. 850 (1937) (taxpayer 
voluntarily deeded the property to the mortgagee). 

146 “Obviously, if the value of the property is less than the amount of the mortgage, 
a mortgagor who is not personally liable cannot realize a benefit equal to the mortgage. 
Consequently, a different problem might be encountered where a mortgagor abandoned 
the property or transferred it subject to the mortgage without receiving boot. This 
is not this case.” 331 U.S. 1, at 14 n. 37, 67 Sup. Ct. 1047, 1054. Contra, Mendham Corp., 
9 T.C. 320 (1947). 

147 Rusoff, supra note 140, at 209-214. 

148 R, O'Dell & Sons, 8 T.C. 1165, 1167 (1947) (accrued interest included in amount 
realized). In Mendham Corp., 9 T.C. 320 (1947), it was held that accrued interest and 
taxes were not to be included in the amount realized by the mortgagor on the ground 
that there was a forgiveness by the mortgagee in the nature of a gift under the doctrine 
of Helvering v. American Dental Co., 318 U.S. 322, 63 Sup. Ct. 577 (1943). It is doubtful 
that this view would be followed today. Comm’r v. Jacobson, 336 U.S. 28, 69 Sup. Ct. 
358 (1949). 
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interest and taxes will have been deducted in the income tax returns for 
the previous years as these expenses accrued.?*® 

If the mortgagor is on a cash basis, no deduction for these accrued 
items will have been allowable in prior years in the absence of actual pay- 
ment. Foreclosure or deed in lieu of foreclosure will, however, constitute 
payment in kind of the accrued interest and the mortgagor will be en- 
titled to a deduction therefor in the year in which the transaction is 
closed.45° Delinquent property taxes should be treated in the same manner 
as if there were a sale. Upon foreclosure or deed in lieu of foreclosure, 
the mortgagee acquires title subject to the lien of the delinquent taxes. This 
constitutes an additional cost to the mortgagee and an additional amount 
realized by the mortgagor upon the disposition of the property. The cash- 
basis mortgagor obtains a deduction for the delinquent taxes upon subse- 
quent payment by the mortgagee.'*! In the ordinary course of events, to 
protect his security interest, the mortgagee, upon the mortgagor’s default, 
will proceed to pay the real estate taxes and add that sum to the mortgage 
debt pursuant to the terms of the instrument. In that case, the mortgagor 
is entitled to the tax deduction in the year of payment. Presumably, upon 
foreclosure or deed in lieu of foreclosure, the current year’s taxes will be 


149 By including accrued interest and taxes as additional amounts realized upon 
foreclosure, the accrual basis taxpayer will be reporting as income deductions allowed 
in prior years. It should be added that an accrual basis taxpayer is entitled to a deduc- 
tion in the year an expense accrues even though it may appear unlikely that payment 
will ever be made. Fahs v. Martin, 224 F.2d 387 (5th Cir. 1955); Zimmerman Steel Co. 
v. Comm’r, 130 F.2d 1011 (8th Cir. 1942); Edward L. Cohen, 21 T.C. 855 (1954), acq., 
1954-2 Cum. But. 4; LT. 3635, 1944 Cum. Butt. 101. 

150 Harold M. Blossom, 38 B.T.A. 1136 (1938). In this case, accrued interest was 
included in the bid price. As a corollary to the decision in Helvering v. Midland Mutual 
Life Ins. Co., 300 U.S. 216, 57 Sup. Ct. 423 (1937), the court held that the mortgagor 
must be deemed to have made payment. There was no discussion as to whether the 
mortgagor’s right of redemption would affect the year in which the deduction might 
be taken. Apparently the interest deduction would fall in the same year in which the 
gain or loss is reportable, namely, the year in which the right of redemption expires. See 
note 132 supra. 

151 This result necessarily follows if the foreclosure or deed in lieu of foreclosure 
is treated as a sale of the property. In substance, the mortgagee-purchaser acts as agent 
for the mortgagor-vendor in liquidating the delinquent taxes. See Norman Cooledge, 
40 B.T.A. 1325 (1939). Contra, George Mogg, 15 T.C. 133 (1950). In the Mogg case the 
taxpayer’s property was sold at a tax foreclosure sale. He reported a loss upon the 
disposition of the property and claimed a deduction for real estate taxes in an amount 
equal to that portion of the sale price which was applied to the payment of delinquent 
taxes. No exception was taken to the reported loss, but the Tax Court denied a deduc- 
tion for taxes paid. This result was premised on the ground that the taxpayer’s inter- 
est in the property was extinguished by the foreclosure decree so that payment of taxes 
by the purchaser at the subsequent foreclosure sale could not be considered payment 
of taxes upon the taxpayer’s property. This decision completely misses the mark and 
is contrary to Helvering v. Hammel, 311 U.S. 504, 61 Sup. Ct. 368 (1941). In the 
Hammel case it was held that the foreclosure sale and not the foreclosure decree is the 
taxable event. If a foreclosure sale constitutes a sale of the taxpayer’s property for 
purposes of determining gain or loss, it also constitutes a sale of the taxpayer’s property 
for all other purposes. 
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allocated between the parties pursuant to section 164(d) in the same manner 
as if the transaction were an ordinary sale. 


Mortgagee 


The tax consequences to the mortgagee upon settlement by foreclosure 
or by deed in lieu of foreclosure will vary depending on the particular 
circumstances. The following is merely an outline of the problems. If the 
mortgagee is placed in possession pending foreclosure, the income produced 
by the property is applicable to the mortgage debt and is, therefore, taxable 
to the mortgagor and not to the mortgagee. Where there is a foreclosure 
followed by a sale to a third party and the mortgagee receives the full 
amount due on the mortgage, he will realize income only to the extent of 
the accrued interest which was not included in income of prior years. This 
would follow where the mortgagee reports income on the cash basis. If the 
proceeds fall short of the total indebtedness, the mortgagee will be allowed 
a bad debt deduction for the unsatisfied amount.1** In the latter case, 
accrued interest upon the mortgage debt which has been reported as in- 
come of prior years will be included in determining the bad debt deduc- 
tion.155 

Where the mortgagee bids in the property at the foreclosure sale, the 
transaction is treated as having a dual character for purposes of ascertaining 
the tax consequences,!°* First, the mortgagee is considered to have collected 
the mortgage debt to the extent of the bid price. If the bid price is less than 
the mortgage indebtedness, a bad debt deduction will be allowed to the 
extent of the difference.'*? In this first step, the bid price serves to fix the 


152Tt would follow that an allocation would also be made pursuant to section 
1001(b) in determining the amount realized upon disposition of the property. 

153Comm’r v. Penn Athletic Club Bldg., 176 F.2d 939 (3d Cir. 1949), affirming 
10 T.C. 919 (1948). 

154 U.S. Treas. Proposed Reg., § 1.166-3(a) (July 3, 1956). Whether the bad debt 
is deductible as a business bad debt under section 166(a) or as a short term capital loss 
under section 166(d) will depend on whether the mortgage loan was made in the tax- 
payer’s trade or business. 

155 Td. § 1.166-3(b). 

156 Jd, § 1.166-3(a). For a critical appraisal of these long standing provisions of the 
regulations, see Paut, Srupies tN FeperAL Taxation, Third Series, 328-345 (1940). The 
Internal Revenue Code of 1954 as passed by the House of Representatives (§ 1035) 
would have deferred gain or loss upon foreclosure where the property was bid in by the 
mortgagee until subsequent disposition of the property by the creditor. The property 
acquired by foreclosure would have taken as a substitute basis the basis of the debtor’s 
obligations at the time of acquisition of the property. This provision was deleted by 
the Senate Finance Committee in deference to the objections of creditor groups who 
expressed a preference for the status quo. S. Rep. No. 1622, 83d Cong., 2d Sess. 110 
(1954). 

157 In many cases, the mortgagee will bid the full amount of the mortgage principal 
and accrued interest to protect himself against loss in the event of subsequent redemp- 
tion. In this case, a cash-basis taxpayer has been held to realize interest income to the 
extent of the accrued interest included in the bid price even though the fair market 
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value of the debtor’s obligations. In the second step, the mortgagee is deemed 
‘to have exchanged the obligations of the debtor for the property acquired 
at the foreclosure sale. This will result in a capital gain or loss measured 
by the difference between the fair market value of the property acquired 
and the value of the debtor’s obligations exchanged therefor.15* In the 
absence of clear and convincing proof to the contrary, the fair market 
value of the property is presumed to be the bid price.1®® Expenses incurred 
in foreclosing the mortgage are not deductible as ordinary expenses but are 
treated as capital expenditures which increase the mortgagee’s investment 


value of the property was less than the principal of the mortgage debt. Helvering 
v. Midland Mut. Life Ins. Co., 300 U.S. 216, 57 Sup. Cr. 423 (1937). The Sixth Circuit 
has refused to apply this rule where the taxpayer was not an insurance company taxable 
under special code provisions. Nichols v. Comm’r, 141 F.2d 870 (6th Cir. 1944). 

158 These principles are illustrated by the following examples taken from I.T. 3159, 
1938-1 Cum. Butt. 188: 





























Example 1. 
PUTER AIRE OO, So 2 ox. ob Code wee aa ke Rae eee ae dc eeneereeel eco $10,000 
POFEHASE OF DIG PPICE OF CLOTIUOL: «cic es cicdc cde cosecccedecssicececisdesceoss 10,000 
Amount of bad debt deduction.............ccccccccecccccccceccccesccscsccecs None 
Obligations of debtor applied to bid price............. 0. ccc cece eee e eee eee e eee 10,000 
Fegit magleet Vale OF PLOVORty «6.6 5s. 6 occccsinc ccc cuseccscceccvesecceesaccceenees 5,000 
Nata TOM 6h elev ok pileceas ceau dee gare ned sn encaeaterancendanneweuiasdans 5,000 

Example 2. 
PRCA SIRLOIN 6 oo occa ca da dyad PEs LR ede Redo MeN ERN uawaeemoLonawawen $10,000 
Purchase or bid price of creditor...........ccccccccccscccccccccccctecsccessses 5,000 
Amount of bad debt deduction: «....... 6060 ccs0cccccsectccwececnesnceveccessences 5,000 
Obligations of debtor applied to bid price................ cece cence eee e eee eeeee 5,000 
Pal Miarbet Valle OF PLOPELEY. 0.65 6 csiecccccceoe nace vows cdsednvevicscs's cavcseeved 5,000 
Amoune OF Ganital qaith OF loKss osc 666k kc cc ccns eee eecwenceuscucdews seveeweceacs None. 

Example 3. 
NEGRI ARO ete, 52 os vs bce heen Perce wna basic dete Rub dnke bawateenes $10,000 
Purchase or bid price of creditor............cccccccc cece cece eecccceectscecees 5,000 
Amount of bad debt deduction... .........cccccccscccccccestvccccacdscevccenes 5,000 
Fair Midthee Value GF PROPELt: 6. 665. coc dec ce cesccvncdnedecnacewoccsevesuce 8,000 
Obligations of debtor applied to bid price................ cc cece cece eee ceeeees 5,000 
CPE shan do lk ect uicoe kh au net vdeKesdue epee dye TuEeaue ce teaeie dae 3,000 





159 U.S. Treas. Proposed Reg., § 1.166-3(a) (July 3, 1956). In each of the following 
cases, the mortgagee sustained the burden of proving that the fair market value of the 
property was less than the bid price: Nichols v. Comm’r, 141 F.2d 870 (6th Cir. 1944); 
Hadley Falls Trust Co. v. United States, 110 F.2d 887 (1st Cir. 1940). 
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in the mortgage.!® This may serve to increase the mortgagee’s loss upon 
foreclosure.!® 

Settlement by deed in lieu of foreclosure does not involve the dual 
aspects encountered where the mortgagee bids in the property at a fore- 
closure sale. Upon conveyance of the property to the mortgagee, a bad debt 
loss will be allowed to the extent that the investment in the mortgage exceeds 
the fair market value of the property.1® In all the foregoing cases, the basis 
of the property acquired by the mortgagee is its fair market value at the 
date of acquisition.1® 

In the preceding discussion it has been assumed that the mortgagee was 
not the vendor of the property. If the mortgage constitutes a purchase- 
money obligation held by the vendor, consideration must be given to the 
manner in which gain on the sale has been reported by the vendor-mort- 
gagee. If the vendor has reported the gain either by the accrual method or 
by the deferred-payment (cash) method, the tax consequences upon fore- 
closure or deed in lieu of foreclosure will be the same as in the case of 
mortgage loan transactions.1°* If the sale has been reported by the install- 
ment method, however, gain or loss upon repossession, whether by fore- 
closure or by deed in lieu of foreclosure, will be determined by the differ- 
ence between the fair market value of the property at the date of re- 
acquisition and the basis of the purchaser’s obligations.!® 


“RELATED TAXPAYER” TRANSACTIONS 
Family Gifts in the Form of Mortgages 


A review of the cases discloses that gifts consummated in the form of 
mortgages have been attempted from time to time as a device for shifting 
income within the family group. The success of these arrangements has 
hinged upon the enforceability of the mortgage as a matter of local law. 
The authorities are not in agreement as to whether a valid mortgage can be 
created by gift.!* Apparently the question has not been directly con- 
sidered by the Illinois courts. 


160 Hadley Falls Trust Co. v. United States, supra note 159. 

161 Bingham v. Comm’r, 105 F.2d 971 (2d Cir. 1939) (deed in lieu of foreclosure). 

162 Comm’r v. Spreckels, 120 F.2d 517 (9th Cir. 1941); Bingham v. Comm’r, supra 
note 161. 

163 [J.S, Treas. Proposed Reg., § 1.166-3(a) (July 3, 1956). 

164 1d. § 1.453-6(c) (January 11, 1958). 

165 By long-standing provisions of the regulations, if the vendor-mortgagee has 
followed the installment method of reporting the sale, the dual aspects of repossession 
by foreclosure do not apply. Id. § 1.453-5(b); T. Eugene Piper, 45 B.T.A. 280 (1941). 
The Piper case also involved a question as to the realization of interest income upon 
foreclosure and on this point the Tax Court adhered to the rule of the Midland Mut. 
Life Ins. Co. decision. See note 157 supra. 

166 The better view is that a mortgage executed as a gift should serve to convey 
an interest in the property. Osborne, HANpBooK oF THE Law oF Morteaces § 261 
(1951). 
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If a gratuitous mortgage is enforcible as a matter of local law, thereby 
effectively transferring an interest in the property, the transaction con- 
stitutes a taxable gift. Similarly, the interest paid upon the mortgage will 
qualify as an allowable income tax deduction for the donor-mortgagor.1%7 
Contrariwise, if the mortgage is invalid and unenforcible, no taxable gift 
is consummated upon its execution. It follows that the subsequent “interest” 
payments made by the “mortgagor” will not be allowed as deductions for 
income tax purposes.1®° These periodic payments, however, will be treated 
as taxable gifts reportable in the year of payment.!® 

Under the federal estate tax, a question arises as to whether a mortgage 
executed as a gift is deductible as a claim or is otherwise excludible in de- 
termining the mortgagor’s net taxable estate. To be deductible as a claim 
under section 2053, a mortgage must have been contracted bona fide and 
for an adequate and full consideration in money or money’s worth.!7 
Furthermore, it must be enforcible against the decedent’s estate.'7! An in- 
valid and unenforcible mortgage executed as an attempted gift fails on 
both counts. It can be urged with considerable force that irrespective of 
the validity of a gratuitous mortgage under local law, there is no con- 
sideration in money or money’s worth as required by the statute and, there- 
fore, no allowable deduction. But this argument does not reach the basic 
issue, for it assumes that a mortgage executed as a gift must be treated as 
a “claim” under the federal estate tax. The better view would be to recog- 
nize that a gratuitous mortgage which is enforcible as a matter of local 
law constitutes an inter vivos transfer of an interest in the property to the 
same extent as if there had been a gift by deed of a fractional interest equiva- 
lent in value to the amount of the mortgage. Where the donor-mortgagor 
retains possession of the property, there is still a question as to whether the 
entire value of the property would be includible in his gross estate under 
section 2036 as a transfer with respect to which he retained a life interest. 
But this contention can be rebutted on the ground that the interest required 
to be paid under the mortgage is in the nature of rent for the use of the 
donee-mortgagee’s interest in the property. From the foregoing, it is ap- 
parent that the uncertainties relating to a mortgage executed as a gift do 
not recommend it as an estate planning device even in those jurisdictions 
which recognize its validity. 


167 Preston v. Comm’r, 132 F.2d 763 (2d Cir. 1942), reversing 44 B.T.A. 973 (1941); 
Comm’r v. Park, 113 F.2d 352 (3d Cir. 1940), affirming 38 B.T.A. 1118 (1938). 

168 Brown v. Comm’r, 241 F.2d 827 (8th Cir. 1957), affirming 25 T.C. 920 (1956); 
Kilpatrick v. United States, 44 Am. Fed. Tax R. 1040 (S.D. N.Y. 1952); Julius G. 
Day, 42 B.T.A. 109 (1940), aff'd per curiam, 121 F.2d 856 (2d Cir. 1941). 

169 French v. Comm’r, 138 F.2d 254 (8th Cir. 1943). 

170 Ensley v. Donnelly, 190 F.2d 59 (5th Cir. 1951) (notes executed and delivered 
as gifts to decedent’s son were not recognized as valid claims). 

171 .§. Treas. Proposed Reg., § 20.2053-4(a) (October 16, 1956). 
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Accrual of Interest 


The income tax incidents of a bona fide mortgage loan by one family 
member to another are generally the same as if the transaction were con- 
summated by unrelated parties. Two important exceptions, however, should 
be noted. These arise under section 267, which is applicable to certain 
transactions between “related taxpayers.” 172 The first exception is the 
restriction applicable to an accrual-basis mortgagor with respect to the 
deduction of interest accrued and unpaid at the close of the taxable year.!% 
Under the provisions of section 267(a) (2), the deduction for accrued inter- 
est due to a related cash basis taxpayer will be permanently lost unless within 
the taxable year and 24% months thereafter, there is payment by the mort- 
gagor or constructive receipt by the mortgagee.1"4 If actual payment is made 
within the prescribed period, no question arises. But there may be cir- 
cumstances where it is expedient for the debtor to defer payment of the 
accrued interest if deferment can be accomplished without jeopardizing 
the income tax deduction. This can be done by delivering to the related 
creditor, not later than 24% months following the close of the taxable year, 
a negotiable promissory note in the amount of the interest accrued upon the 
mortgage. Delivery of a note does not constitute payment by a cash-basis 
taxpayer, but a note, to the extent of its fair market value, is deemed con- 
structive receipt by the creditor and this is sufficient to avoid the proscrip- 
tion of the statute.17 


172 “Related taxpayers” consist of the following general classes: members of a 
family, an individual and his controlled corporation (50% stock ownership, direct or 
indirect), grantor and fiduciary of a trust, fiduciary and beneficiary of a trust, and an 
individual and his personally or family controlled exempt organization. Section 267 
(c) (4) defines “members of a family” to include brothers, sisters, ancestors, de- 
scendants, and spouse. 


173“The purpose of section [267(a)(2)] is to eliminate the former tax avoidance 
practice of accruing unpaid expenses and interest payable to a closely related taxpayer 
who, because he is on the cash basis, reports no income.” Geiger & Peters, Inc., 27 
T.C. 911, 917 (1957). 

174 Section 267(a)(2) is applicable only if all five of the following conditions are 
present: 

(1) The taxpayer claiming the deduction is on an accrual basis; 

(2) The taxpayer and his creditor are “related taxpayers” as defined in § 267(b); 

(3) The creditor is on a cash basis; 

(4) The taxpayer has not paid the expense within the taxable year or two and 

one-half months thereafter; and 

(5) The creditor has not constructively received the item within the taxable 

year or two and one-half months thereafter. 

1%5 Prior to the 1953 amendment of the provisions now found in section 267, 
constructive receipt by the creditor during the taxpayer’s taxable year was sufficient 
to validate the deduction. But during the ensuing two and one-half month period, 
there had to be “payment” by the debtor to preserve the deduction; constructive 
receipt by the creditor was not enough. Consequently, a number of cases arose as to 
the meaning of “payment” under the statute. Typical of these cases were those where 
the debtor had given promissory demand or time notes to the related creditor during 
the two and one-half month period. In these cases, the Commissioner argued that since 
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Loss on Foreclosure 


. 


The second problem which arises under section 267 relates to the dis- 
allowance of losses from sales of property, directly or indirectly, between 
related taxpayers. In this inquiry, we are particularly concerned with the 
application of the statute where a related taxpayer purchases the property 
of the mortgagor at a foreclosure sale. The cases on this point are in con- 
flict. The Seventh Circuit has held the statute inapplicable to bar a loss 
deduction where the taxpayer’s property which was sold at a tax fore- 
closure sale was purchased by the taxpayer’s controlled corporation.! In 
fact, the taxpayer advanced the funds which were applied by the corpora- 
tion to the purchase of the property. The court observed that the sale was 
involuntary, that there was no prearrangement for the purchase of the prop- 
erty by the corporation, and finally, that the property was sold at public 
auction at which there was spirited bidding, indicating that the property 
was sold at its fair market value. The court concluded that the sale was 
not directly or indirectly between the taxpayer and his controlled corpora- 
tion, but rather, between the county sheriff acting under an appropriate 
court decree and the corporation. The Tax Court, on the other hand, 
adheres to the view that the statute precludes the deduction of a loss even 
though there is a bona fide transfer of the property to a related taxpayer 
through an involuntary judicial sale. This view (with three judges dissent- 
ing) was first stated in a case involving a contested foreclosure of a mort- 
gage by the taxpayer’s brother and sister, who proceeded to purchase the 
property at the foreclosure sale.17* More recently, the Tax Court has re- 
affirmed its position where property of the taxpayer, which had been for- 
feited for nonpayment of taxes, was subsequently sold by the public officials 
to the taxpayer’s controlled corporation.1*8 In this latest decision, the prop- 


delivery of a note by a cash basis taxpayer did not constitute payment, there was no 
payment within the requirement of the statute. The courts adopted a more liberal 
construction, however, and held that a promissory note constituted constructive pay- 
ment which was sufficient to meet the requirements of the statute. Anthony P. Miller 
Inc. v. Comm’r, 164 F.2d 268 (3d Cir. 1947), reversing 7 T.C. 729 (1946), cert. denied, 
333 U.S. 861, 68 Sup. Cr. 741 (1948) (demand note); Celina Mfg. Co. v. Comm’r, 142 
F.2d 449 (6th Cir. 1944), reversing 47 B.T.A. 967 (1942); Musselman Hub-Brake Co. 
v. Comm’r, 139 F.2d 65 (6th Cir. 1943), reversing 1 T.C.M. 81 (1942); Mid-State 
Products Co., 21 T.C. 696 (1954); Heatbath Corporation, 14 T.C. 332 (1950); Mundet 
Cork Corp., 7 T.C.M. 411 (1948), aff'd per curiam, 173 F.2d 757 (2d Cir. 1949); Akron 
Welding & Spring Co. 10 T.C. 715 (1948). With the liberalizing amendment of 1953 
which provided for the recognition of constructive receipt by the creditor during the 
two and one-half month period following the close of the taxable year, the question 
as to whether there has been payment is obviated. For an apt illustration of the effect 
of the amendment, see McKee v. Comm’r, 207 F.2d 780 (8th Cir. 1953), reversing per 
curiam 18 T.C. 512 (1952). 

176 McCarthy v. Cripe, 201 F.2d 679 (7th Cir. 1953). 

177 Thomas Zacek, 8 T.C. 1056 (1947). 

178 Robert H. McNeill, 27 T.C. 899 (1957). Subsequent to preparation of this 
article, this case was reversed on appeal on the ground that the taxpayer could not 
control the tax sale of his property. 1958 CCH U.S. Tax Cases (58-1 U.S.T.C.) 4 9229 
(4th Cir. Jan. 11, 1958). 
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erty was not sold at public auction and, furthermore, there was a fairly 
clear indication of prearrangement for transfer of the property to the tax- 
payer’s corporation. 

By the adoption of the provisions now appearing in section 267(a)(1), 
Congress intended to preclude the creation of paper losses for tax purposes. 
Realistically, it recognized that transfers of property between certain re- 
lated taxpayers involve no real economic loss since the transferor, by reason 
of his relationship with the transferee, retains substantial control of the 
property subsequent to the sale.17® Inasmuch as the statute does not restrict 
the term “sales” to voluntary sales, the Tax Court, as a matter of statutory 
construction, appears to have the better of the argument in its view that 
involuntary sales are within the scope of the provision.1®° Its view also 
squares with the congressional objective where, as in McCarthy v. Cripe,1®1 
the property was transferred in the tax foreclosure proceeding to the tax- 
payer’s controlled corporation. However, its decision in Thomas Zacek,1®? 
although consistent with the statutory language, is not in accord with the 
purpose of the statute if, as implied by the facts, the property was sold in 
the mortgage foreclosure proceedings to unfriendly relatives. But here the 
fault lies in the statute which adopts an objective standard premised upon 
a conclusive presumption that if a certain relationship exists, the transferor 
retains substantial control of the property irrespective of the underlying 
facts. A comparison of the two cases suggests that results more nearly in 
keeping with the legislative purpose would have been obtained if the ratio 
decidendi of McCarthy v. Cripe had been applied in the Zacek case and, vice 
versa, if the rationale of the Zacek decision had governed in McCarthy v. 
Cripe. 

SALE OF REAL ESTATE BY CONTRACT FOR DEED 


The tax consequences of a sale of real estate under a contract for deed, 
initially and during the term of the contract, are substantially the same as 
in the case of a sale financed by a purchase-money mortgage. The balance 
due on the contract is included in the purchaser’s cost basis and, since the 
beneficial interest in the property is vested in the vendee, he is entitled to 
deduct depreciation, taxes, interest, and other expenses relating to the prop- 
erty.18° The differences in the tax consequences of a purchase-money mort- 
gage transaction and a sale under contract for deed arise upon default and 
repossession by the vendor. 


179 McWilliams v. Comm’r, 331 U.S. 694, 699-700, 67 Sup. Ct. 1477, 1480 (1947). 

180 Thomas Zacek, 8 T.C. 1056, 1057 (1947). The Tax Court relied upon Helvering 
v. Hammel, 311 U.S. 504, 61 Sup. Ct. 368 (1941), which construed “sale” under what is 
now section 1222 to include a foreclosure sale for the purpose of establishing an allow- 
able capital loss. 

181 See note 176 supra. 

182 See note 177 supra. 

183 T. K. Harris Co., 38 B.T.A. 383 (1938), aff'd on other issues, 112 F.2d 76 (6th 
Cir. 1940) (vendee under contract for deed is entitled to depreciation deductions). 
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If the vendor has reported the transaction on the installment method, 
‘gain or loss upon repossession will be determined by the difference between 
the fair market value of the property at the date of reacquisition and the 
basis of the purchaser’s obligations.18* In this case, repossession by the 
vendor is treated as an exchange of the purchaser’s obligations for the 
property even though title had not passed to the vendee.!%> The gain or 
loss upon repossession will be of the same character as that resulting from 
the initial sale of the property.!** The basis of the repossessed property will 
be its fair market value at the date of reacquisition.'*7 

Where the sale has been reported by the vendor on either the accrual 
basis or the deferred-payment (cash) method, repossession of the property 
will result in treating the transaction as if no sale had occurred. Upon re- 
possession, the vendor will realize ordinary income or incur an ordinary loss 
determined by the difference between (1) the sum of the payments received 
and the fair market value of the improvements added by the purchaser and 
(2) the sum of the profits previously returned as income plus an amount 
equal to the depreciation which would have been allowed to the vendor if 
the sale had not been consummated.!®* In effect, the transaction is treated 
as if the property had been leased by the vendor to the vendee during the 
period that the vendee was in possession. In this case, the basis of the re- 
acquired property will be the initial basis in the hands of the vendor at the 
time of the sale, increased by the fair market value at the date of repossession 
of any improvements added by the purchaser, reduced by the depreciation 
which would have been allowed to the vendor had the sale not been made.!®® 

Where there has been a forfeiture under a contract for deed in the 
year in which the sale was made, the sale has been ignored and the forfeited 
payments taxed in full to the vendor as ordinary income.’% The vendee, 
on the other hand, has been required to treat his loss as a capital loss where 
the transaction, although entered into for profit, was not entered into in 
connection with his trade or business. The Tax Court reached this result 
on the ground that the forfeiture constituted a “sale or exchange” of the 
taxpayer’s equitable interest under the contract.!*! 


184 INT, Rev. Cope or 1954, § 453(d); U.S. Treas. Proposed Reg. § 1.453-5(b) 
(January 11, 1948). The basis of the purchaser’s obligations held by the vendor at the 
date of reacquisition will represent the unrecovered basis of the property sold. 

185 Boca Ratone Co. v. Comm’r, 86 F.2d 9 (3d Cir. 1936). 

186 Int, Rev. Cope or 1954, § 453(d) (1); Lucille L. Morrison, 12 T.C. 1178 (1949). 

187 1J.S. Treas. Proposed Reg., § 1.453-5(b) (January 11, 1958). 

188 Jd, § 1.453-6(b) (1). 

189 Jd. § 1.453-6(b) (2). Under the proposed regulations, the adjustment for de- 
preciation will be made only with respect to repossessions occurring after the date of 
publication of final regulations under section 453. Id. § 1.453-6(b) (3). 

199 Albert G. Rooks, 12 T.C.M. 96 (1953) (sale of securities under contract by 
which seller retained title pending payment of full amount of the selling price). 

191 Fred A. Bihlmaier, 17 T.C. 620 (1951). 
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REAL ESTATE FINANCING AND THE ILLINOIS PROPERTY TAX 
Mortgagor and Mortgagee 


For purposes of the Illinois property tax, the mortgagor-mortgagee 
relationship is recognized as a debtor-creditor relationship with the real 
estate taxable to the mortgagor as owner 1®* and the debt taxable to the 
mortgagee as personal property.!®? In actual practice, however, the mort- 
gage debt is seldom assessed and taxed to the mortgagee. The statute 
specifically recognizes an absolute deed intended as a mortgage and pro- 
vides that the amount of the debt “shall be held to be personal property, 
and shall be listed and assessed as credits.” 1®* The same result has been 
reached by analogy where the taxpayer purchased the mortgaged property 
at a foreclosure sale and on tax day held a master’s certificate of purchase 
subject to the mortgagor’s right of redemption.’® In the particular case, 
the assessor assessed the land as real estate and also included the master’s 
certificate in the purchaser’s personal property tax return as “credits” in an 
amount equal to the bid price. The taxpayer objected to the assessment of 
the master’s certificate as personal property on the following grounds: 
(1) the taxes assessed and paid upon the land covered his property interest 
under the master’s certificate; and (2) since there was no certainty as of 
tax day that the mortgagor would exercise his right of redemption and 
repay the indebtedness,!®* there was no “claim or demand for money... 
due or to become due” as required by the statutory definition of 
“credits.” 187 In answer to the first contention, the court noted that since 
legal title did not pass to the purchaser upon the foreclosure sale, payment 
of taxes upon the land could not cover his interest under the master’s cer- 
tificate. The court disposed of the second objection by observing that until 
the expiration of the period of redemption, the holder of a master’s cer- 
tificate, in effect, occupies the shoes of the mortgagee.19§ Although the 


192 Trp, Rev. Stat. c. 120, § 509 (1957). 

193 JJ. c, 120, § 482(11) and § 499; People v. Worthington, 21 III. 170 (1859); see 
also First Nat. Bank of Urbana v. Holmes, 246 Ill. 362, 92 N.E. 893 (1910). 

194 Tt, Rev. Stat. c. 120, § 504 (1957). The property tax provisions square with 
the statutory recognition of “constructive mortgages” in the chapter on mortgages. 
Id. c. 95, § 13. 

195 Wedgbury v. Cassell, 164 Ill. 622, 45 N.E. 978 (1897). 

196 In this case, the mortgagor actually redeemed the property within two weeks 
subsequent to tax day. 

197 Tuy. Rev. Stat. c. 120, § 482(11) (1957). 

198 The court’s position is well stated in the following excerpt from the decision: 
“... The mortgages foreclosed by the decree under which complainant purchased 
were subject to taxation. By that decree the original liens were changed in form and 
the mortgages extinguished, but their essential nature was not destroyed. A new rela- 
tion and new property were created, but there was a continuation of the same debt 
with a new creditor, and in the form of a new lien of a higher degree and more 
valuable than the mortgages. In the case of a mortgage it is necessary to go into court 
and obtain a decree of foreclosure, while in case of a certificate there is no such re- 
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principal case involved a third party purchaser, the same rule is applicable 

- to a mortgagee who “bids in” the property at the foreclosure sale. During 
the period of redemption he is technically subject to assessment upon the 
master’s certificate as a “credit” in his personal property tax return even 
though he may also be paying the taxes upon the real property. 


Vendor and Vendee 


Where real property is sold under contract for deed, the property tax 
treatment of the interests of the vendor and vendee parallels the tax treat- 
ment of the interests of the mortgagor and mortgagee. This is true not only 
with respect to the requirements of the law but also in the administrative 
departure from those requirements. The real property is taxed, of course, 
with the burden falling upon the purchaser who holds the beneficial inter- 
est therein; but the interest of the vendor, which is considered personal 
property taxable as a “credit,” is rarely included on the tax rolls. The 
statute and decisions adhere to the doctrine of equitable conversion for 
purposes of the property tax. The purchaser is treated as the owner of the 
real property,!®® and the vendor’s interest under the contract is taxable as 
personal property.?° In a decision holding the vendor’s interest taxable 
as a “credit,” the court likened his position to that of one who sells upen 
the security of a purchase money mortgage.” In rejecting the contention 
that to tax the interests of both the vendor and vendee results in double 
taxation, the court pointed out that the transaction serves to create a new or 
additional property interest.?°? 


Need for Constitutional Revision 


The practice in Illinois of omitting the interests of the mortgagee and 
the vendor under a contract for deed from the personal property tax rolls 
is illustrative of the fact that, contrary to constitutional provisions, Illinois 
has a classified property tax by administrative fiat. In effect, most intangible 
property, including the interests of mortgagees and vendors as creditors, 
are assessed at a value of zero, while real property bears an increasingly 


quirement, and it is not subject to delay or contest. The estates in the land remain 
the same in such case, with the qualification that the amount and time of redemption 
are absolutely fixed by the decree and sale.” Wedgbury v. Cassell, supra note 195, at 
626, 45 N.E. at 978. 

199 Try, Rev. Stat. c. 120, § 509 (1957). 

200 Griffin v. Board of Review, 184 Ill. 275, 56 N.E. 397 (1900); People v. Worth- 
ington, 21 Ill. 170 (1859); People v. Rhodes, 15 Ill. 304 (1853). 

201 Griffin v. Board of Review, supra note 200, at 280, 56 N.E. at 398. 

202 |. . The legal effect of the transaction between the parties hereto was to 
create new or additional property, viz., a legally enforceable demand in favor of the 
appellant to recover from [the purchaser] the unpaid balance of the purchase money 
of the lands. This property is entirely distinct from the property in the land. Taxa- 
tion levied upon both of said properties is not double taxation.” Griffin v. Board of 
Review, supra note 200, at 280, 56 N.E. at 398. 
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crushing burden of taxation. This is not to suggest that intangibles should 
be taxed on the same basis as real property; but it is submitted that there 
is an imperative need for constitutional revision which will permit a prac- 
ticable means of spreading an equitable share of the tax burden upon 
intangible property.?°* It may be argued that to add such intangibles as 
mortgages to the tax rolls would merely increase interest rates. But assum- 
ing that this would follow, the answer is that the increase in interest rates 
would be offset by the reduction in the tax burden upon real property. 
The present omission of intangibles from the property tax base is incon- 
sistent with the ability-to-pay principle, which—at least historically—is the 
underlying philosophy of the property tax.2°* This point has been elo- 
quently expressed in an old Illinois decision relating to the requirement of 
uniform taxation of property prescribed by article IX, Section 2 of the 
Constitution of 1848. The language of the former constitutional provision 
was carried over to Article IX, Section 1 of the Constitution of 1870. In 
answer to the contention that this provision should not be construed to 
embrace the interests of a mortgagee or vendor under a contract for deed, 
the court stated: 


“|... If the objection be that notes and mortgages, and other securities 
for moneys due or to become due, are made the subjects of taxation, the 
objection can only be sustained upon the ground that the rights evi- 
denced by such papers, are not property. This is to assume that it was 
the intention of the convention to use the word property in its most 
limited sense, as embracing only things physical and tangible. Thus to 
limit the subjects of taxation would establish an inequality more unjust 
and oppressive than anything which is ever likely to occur from the 
system adopted by the legislature under the constitution. The burthens 
of taxation would then fall upon those who are least able to bear them, 
while those who would be the least incommoded by the payment of 
taxes, would escape altogether. At least, this would be the case to a 
very great extent. Those whose fortunes are invested in moneys loaned, 
and whose income is the interest thereof, while they require as much 
the protection of the government, and are more expense to it in the en- 
forcement of their rights, than any other class of citizens, shall these 
escape taxation altogether, and those in whom the money is loaned, 
and who have invested that money in lands and stock, and other tangi- 
ble property, be required to bear the whole burthens of the State? The 
very statement of the proposition must shock the sense of right and 
justice of every man. Such never could have been the design of our 
constitution. The constitution means as it declares, that each shall pay 
a tax in proportion to the property which he has, whether that prop- 


203 Twice in recent years, first in 1952 and again in 1956, a proposed amendment 
of Article IX which would have permitted, among other things, classification of per- 
sonal property for tax purposes failed to obtain sufficient voter approval. 

204 Alabama Gold Life Ins. Co. v. Lott, 54 Ala. 499, 505-506 (1875). 
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erty consists of farms or mortgages; of visible substances or choses in 
action.” 205 


This observation was made long before intangible property constituted 
a significant portion of the wealth of the state. Today—a century later— 
the inequities which it was feared would arise from discriminatory treatment 
of intangibles have actually been multiplied many times over. To continue 
to close our eyes to the practiced violation of our present constitutional 
provisions breeds an unhealthy contempt for those obligations of a citizen 
which are fundamental to our political institutions. 


MORTGAGE LIENS AND TAX LIENS AND THE PROBLEM 
OF PRIORITY 


The problem of priority of private liens in relation to liens of federal 
and state taxes warrants much more comprehensive treatment than can be 
given here.?% Illinois, like many jurisdictions, provides that taxes upon real 
property shall be a lien upon such property superior to all other liens and 
encumbrances until the taxes are paid.?°* Consequently, the mortgagee is 
subordinated to the lien of local property taxes. Under the provisions of 
section 6323 of the Internal Revenue Code, the lien of federal taxes does 
not become valid against a mortgagee until notice thereof has been filed 
in the manner provided by statute. Thus, the lien of a recorded mortgage 
takes precedence over subsequently recorded federal tax liens. Although 
it can be concluded that the mortgagee generally enjoys maximum pro- 
tection as against the lien of federal taxes, there are still a number of un- 
resolved questions. For example, do advances under an open-end mortgage 
take priority over a federal tax lien if the mortgage was recorded prior to 
the recordation of the federal tax lien but the advances were made subse- 
quent to the latter? The Internal Revenue Service has ruled that the federal 
tax lien shall prevail.?°8 

As indicated above, the lien of the mortgage is subordinate to local 
property taxes, but superior to the lien of federal taxes. This has presented 
a question as to whether section 6323 of the Internal Revenue Code should 
be construed as subordinating the lien of federal taxes to other encum- 
brances, which as a matter of local law have priority over recorded mort- 
gages. A particularly persuasive argument can be made for this proposition 


205 People v. Worthington, 21 Ill. 170, 172-173 (1859). 

206 For a more satisfactory development of the problems in this area, the reader is 
referred to the following materials: Kennedy, The Relative Priority of the Federal 
Government: The Pernicious Career of the Inchoate and General Lien, 63 Yate L.J. 
905 (1954); Anderson, Federal Tax Liens—Their Nature and Priority, 41 Cautr. L. Rev. 
241 (1953); Note, The Unsolved Problems in Priority for Federal Tax Claims, 30 
Inp. L.J. 476 (1955). 

207 Irn. Rev. Stat. c. 120, § 697 (1957). 

208 Rev. Rul. 56-41, 1956-1 Cum. But. 562. 
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with respect to local property taxes, since the mortgagee could pay these 
charges and add the amount to the mortgage debt. In United States v. New 
Britain,?°® however, the Court refused to accept this argument and held 
that section 6323 by its terms must be construed as subordinating the federal 
tax lien only to the specific categories of interests set out therein, namely, 
the interests of a mortgagee, pledgee, purchaser, or judgment creditor. The 
Court’s position is summarized in this concluding remark: 


“... .« The United States is not interested in whether the State re- 
ceives its taxes and water rents prior to mortgagees and judgment 
creditors. That is a matter of state law. But as to any funds in excess 
of the amount necessary to pay the mortgage and judgment creditors, 
Congress intended to assert the federal lien. There is nothing in the 
language of § 3672 [1954 Code, § 6323] to show that Congress intended 
antecedent federal tax liens to rank behind any but the specific cate- 
gories of interest set out therein, and the legislative history lends sup- 
port to this impression.” 21° 


This construction of the federal tax lien provisions creates a circuity 
of liens and presents a difficult problem upon foreclosure where the pro- 
ceeds of the foreclosure sale are insufficient to satisfy. all claims.?1!_ This 
problem arose in a recent Ohio case and the court resolved the matter by 
providing the following formula: (1) the proceeds of sale were allocated 
first in an amount equal to the claims of creditors whose liens had preference 
over the federal tax lien; (2) from this fund the local taxes were paid and 
the balance distributed to the creditors as their interests appeared; and 
(3) the remainder of the proceeds of sale were paid to the Government 
to apply upon its tax lien.?!2 The effect, of course, was to subordinate the 
“so-called” preferred creditors to the federal tax lien to the extent that the 
funds allocated to the Government were equal to or less than the amount 
of state and local taxes borne by the mortgagee and other preferred 
creditors.214* The result of the New Britain decision is to destroy the 
priority accorded under section 6323. This matter has received the atten- 
tion of the Real Property Law Division of the Real Property Probate and 


209 347 U.S. 81, 74 Sup. Ct. 367 (1954). 

210], at 88, 74 Sup. Ct. at 372. In its decision, the Court recognized that the lien 
of local taxes took priority over the federal tax lien to the extent that the local taxes 
became choate prior to recordation of the federal tax lien. 

2111n the event of insolvency, where all the property of the debtor is involved, 
Congress has expressly given priority to amounts owing the United States by section 
3466 of the Revised Statutes. 31 U.S.C. § 191 (1946). 

212So, Ohio Sav. Bank & Trust Co. v. Bolce, 165 Ohio St. 201, 135 N.E.2d 382 
(1956). 

218 To illustrate, assume the following facts: mortgage, $100,000; state and local 
taxes, $5,000; federal tax lien, $5,000; property sold for $105,000. Under the formula, 
$100,000 would be allocated to the mortgagee, but $5,000 of this sum would be applied 
to the payment of state and local taxes. The balance of the proceeds of the sale, $5,000, 
would be paid over to the Government. 
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Trust Law Section of the American Bar Association.”"* An effort is being 
made by this group to obtain legislative correction of this anomalous 


situation. 


214 American Bar Association, Section of Real Property, Probate and Trust Law, 
Report of the Committee on Relative Priority of Government and Private Liens, 1956 
Proceedings—Part Il 125-163; 1957 Proceedings—Part II 89-96. 











VALUATION OF MORTGAGE 
SECURITY 


BY ROBERT O. HARVEY * 


VALUATION OF THE MORTGAGE SECURITY is an important part 
of mortgage lending operations, but too often a “sound” relationship be- 
tween the amount of a loan and the value of real estate pledged as security 
is presumed to be the ultimate reliable characteristic for a “safe” or “good” 
loan. Lending policies, administrative regulations, and laws governing 
lending on the security of real estate which reflect the point of view de- 
scribed, over-estimate the role of the value estimate and the perspicacity of 
appraisers. Some fundamentals of value, valuation, and mortgage lending 
are reviewed in this paper to present points of view which generally are 
not debated outside of the mortgage lending fraternity and which contra- 
dict many of the cherished myths of mortgage lending. 


THE CONCEPT OF VALUE? 


Value in the abstract has to do with the relative importance of things 
within an economy. In order for something to have value, it must possess 
the dual characteristics of utility and scarcity; the absence of either of 
these characteristics prevents an item from being valuable, for it would 
either fail to perform a useful function and therefore not be demanded, or, 
while being quite useful, be in such plentiful supply that no sacrifice or 
exchange would be necessary to obtain it. Behind the supply of things in 
general and our social views of things to be demanded lie our national 
customs, traditions, institutions, and the general state of technology. As 
these change, attitudes on what is valuable, and relative values also change. 

The concept of value quickly loses its abstract quality for anyone who 
is faced with the measurement of the value of a particular item. First, value 
is competitively determined (in this economy, through market behavior) 
and the assignment of a value to any particular item presumes a measure of 
the prevailing sentiment of its relative worth. Value represents a consensus 
of the market attitude or, even more to the point, the probable attitude of 
the typical or average person. 

Second, values are supposed to reflect relative desirabilities in real terms 
but the measurement is expressed in monetary units; therefore, there is a 
constant quandry over the equality of price and value. Price and value 


* ROBERT O. HARVEY. B.S. 1947, M.B.A. 1949, D.B.A. 1951, Indiana 
University; Associate Professor of Finance, University of Illinois. 


1For a more detailed discussion of the concept of value than is included here, see 
Bascock, THE VALUATION oF Real Estate cc. 1-14 (1932). For a critical discussion of 
value concepts, see WenptT, Reat Estate AppralsAL c. 1 (1956). 
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would always be the same if two conditions could be realized: 


1) if the monetary measuring device were always stable; and 

2) if the markets from which indications of relative worth are taken 
were populated by fully informed individuals bargaining with each 
other on approximately equal terms and the product involved were 
simple enough to be easily graded and analyzed. 


The translation of value into money terms clouds the “real” concept of 
value, for the translator must consider not only the relative worth of the 
items in real terms but the effects of changes in the purchasing power of the 
monetary unit on the item under consideration in comparison with all other 
things. Real estate as an item of wealth is so complex that dealers in real 
estate even under the best of circumstances cannot be well informed rela- 
tive to what would like to be known. Real estate markets are composed of 
transactions involving extreme uncertainties. Prices paid are approximations 
of value but prices and value are frequently different, though not neces- 
sarily, because the data out of which prices are fashioned are imperfect and 
incomplete. 

Third, values are the worth of the rights to control wealth. The 
emphasis in valuation is not on the physical item involved except as its 
physical characteristics determine its capacity to produce services which 
someone would enjoy and wish to command. Value, then, is a reflection of 
the worth of the services to be produced by wealth; the services are shaped 
by a combination of physical, legal, and economic characteristics. 

Fourth, value is a reflection of the future. Since the merits of wealth 
lie in the ability to control the benefits it produces, all of the worth of any- 
thing is in the future—the unexpired capacity to produce a stream of bene- 
fits. The measurement of value, obviously, is a problem in forecasting in 
which the estimator has the task of predicting the duration, magnitude, and 
pattern of the flow of future benefits. Most forecasters, after looking at the 
tools available for delving into the future, are willing to settle for a predic- 
tion based on probabilities. The process involves estimating the most likely 
course of events. An average experience against which to measure must be 
assumed. 

The actual estimate is expressed as a single amount, but the amount is 
derived from the anticipated stream of benefits. The value estimate by itself 
has usefulness, but its meaning to a user is greatly increased if the predictions 
of the pattern of future benefits are also available. It is obvious that a single 
value estimate could represent different patterns of future income; rising, 
falling, erratic, or cyclical income streams could all be discounted to the 
same present value, depending upon assumptions regarding duration of the 
income and attitudes on the risk involved. 

Fifth, time is an important factor in value. Two units with guaranteed 
incomes of equal total and average amounts may have different values. 
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Assume that one unit has a five-year income stream totalling $15,000 over a 
five-year period, with the first annual installment of $5,000 and each subse- 
quent installment declining by $1,000; assume another unit with the same 
life and total income, but with the first annual increment of $1,000 and each 
subsequent installment rising by $1,000 until the end of the fifth and last 
year. If both income streams are capitalized at 10 per cent, the unit with 
the larger increment occurring first has a value of about $12,100, and the 
other, with the larger increment most remote, has a value of about $10,700— 
$1,500 less than the unit with the declining income. 

Sixth, an estimate of value is of no consequence unless it is based upon 
a specific and clearly defined program of use. Real estate services are the 
joint product of sites and improvements; therefore the value of any parcel 
is the result of the earning capacity of a program selected. Presumably, at 
the time of new construction, the improvements planned for a site represent 
a use which will allow the site to produce earnings greater than under any 
other program. The importance of the program is easiest to see in the case 
of valuataion of a vacant lot about to be improved. The valuator considers 
the investment required and the probable net returns under each improve- 
ment which might realistically be placed upon the site. The use under 
which the total net earnings of the real estate allow for the recapture of the 
investment in the improvements, plus a reasonable return on that investment, 
and which permits the highest residual income to be allocated to land, is 
known as the “highest and best use.” Land values are always presumed to 
be based upon the highest and best use. The highest and best use of a site 
may be a single structure which will remain essentially unaltered during its 
life, or it may be a program involving a series of structural changes and 
additions. In any event, the highest and best use involves a specific program; 
a description of a general zoning classification such as “central commercial” 
as highest and best use avoids completely the fundamental concept that a 
site’s value is the joint product of itself and some particular improvement 
and it is, therefore, a meaningless description. 

Even in valuations in which the improvements no longer represent the 
highest and best use of the site, the portion of total value of the real estate 
assigned to land is calculated according to what the land would be worth 
if it were served by the proper improvement. Sometimes land values are 
based upon comparisons of sales prices for similar lots which were presumed 
to be employed at highest and best uses. It should be emphasized that the 
foregoing refers to the valuation of land and the division of the total value 
of a parcel of real estate between land and buildings; the total value of any 
property is based upon the flow of benefits to be produced by the joint 
efforts of land and buildings. 

Seventh, future benefits or income may be in the form of money returns 
or amenities (use). While the techniques of measurement differ in treating 
money and amenities, the concept of value is not altered by the existence 
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of the two types of income. In one case, value is a reflection of the con- 
sensus on present worth of future net money income and, in the other, a 
consensus of the attitude toward the present worth of the stream of ameni- 
ties. Both are actually discounted in the markets. The recognition of 
amenity income avoids the difficulties encountered in dividing values into 
“value in use” and “value in exchange.” Since the markets are perfectly 
willing to, and do consider the value of amenities, use values need not be 
differentiated from exchange values since values represent prevailing atti- 
tudes as opposed to extreme and isolated individual judgments. 

In summary of the observations on the concept of value, it can be said 
that values reflect social standards regarding what is to be produced in an 
economy. Value estimates are no more than hypotheses, as opposed to 
prices, which are facts. Value estimates are, and should be treated as de- 
rivitives from forecasts based upon probabilities. Values, and therefore 
value estimates are constantly changing; consequently, a value estimate 
applies to one moment of time and is subject to change as rapidly as the 
environment within which it was made changes. Experts in real estate 
market trends and value estimating have a constantly enlarging stock of 
facts and principles to guide them, but their task is still difficult and they 
cannot effect precision in their answers. Finally, a value estimate is a measure 
of the present worth of the rights to anticipated net returns to be pro- 
duced by an item of wealth. 


VALUATION METHODOLOGY ? 


There are several reasons for seeking value estimates and several uses 
for them, but the variety of reasons and uses do not justify an assumption 
that there are several different kinds of ~alues. The terms, “insured value, 
condemnation value, loan value, assessed value,” as well as “sound value and 
economic value,” merely cloud the realities of valuation. An estimate of 
the value of any asset is not affected by the purpose of the valuation. The 
present worth of future benefits is the basis for establishing an estimate of 
the loss potential in insurance problems, the basis for real property taxation, 
or an amount which might be lent. For any particular parcel of real estate, 
a present worth estimate serves as the starting point no matter what informa- 
tion is ultimately desired. 

Only three methods of estimating values are in use: 


1) capitalization of anticipated net income; 
2) market comparison; and 
3) replacement cost estimation. 


2For detailed discussions of valuation technique, see Bascock, op. cit. supra note 1, 
at cc. 15-34; WENDT, op. cit. supra note 1, at cc. 6-9; AMERICAN INSTITUTE oF REAL 
Estate APPRAISERS, THE APPRAISAL OF Rea Estate (2d ed. 1952); Feperat Housinc 
ADMINISTRATION, UNDERWRITING Manuva (1955). 
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The theoretically best technique is the capitalization of anticipated 
net income, for in it the valuator focuses attention directly on the prospec- 
tive net income stream and converts it to a present value. The capitalization 
method is limited to cases in which incomes are measurable in money terms 
(this sometimes involves the conversion of amenities to money). The 
variables include gross income and expense estimates, duration of net earn- 
ing expectancy, and rates of return warranted. 

Next in order of theoretical desirability is the market comparison ap- 
proach. If the income stream of the property is not measurable in money, 
it may be possible to measure the consensus of the market on the present 
worth of future benefits by comparing the real estate under consideration 
with similar parcels for which sale prices are available. 

In the valuation of improved real estate for which neither income esti- 
mates nor market comparisons are obtainable (usually special purpose, 
amenity-producing units), the cost of replacement approach is employed. 
The valuator assigns a value to land, usually through market comparison 
techniques, and then adds the cost of replacing existing improvements with 
units which would perform similar services; since replacement cost is an 
estimate on new construction, the estimate is penalized to reflect differentials 
in productivity prospects between the actual improvements and the hypo- 
thetical replacement.® 

The selection of method is determined by the kinds of data available. 
Sometimes, more than one of the methods may be employed and, whenever 
possible, more than one should be used to guide the valuator, but rarely are 
the data available which will permit easily the application of all three tech- 
niques to a single valuation. 

If an appraiser could execute each method perfectly, using at all times 
perfect data, the methods would produce identical answers, for each is em- 
ployed to find the same thing: an estimate of the present worth of future 
benefits. Variations in answers developed through the techniques merely 
emphasize the difficulties of getting equally satisfactory data for all three 
methods and the near impossibility of interpreting different kinds of in- 
formation with unvarying skill. The final conclusions on the value of a 
particular parcel of real estate offered by a professional appraiser rarely 
coincide with the exact answers produced with the techniques. An estimate 
of value is no more than an opinion, an hypothesis, and the valuation tech- 
niques are merely devices for aiding in the process of reaching a conclusion. 

In summary, the valuation methods are orderly processes for combining 
disorderly and imperfect information. The methods are used to help in the 
formation of an opinion, but the methods do not give “the answer.” Value 
estimates must be treated as hypotheses, and never should be treated as pre- 


8For a more complete discussion of the cost approach and its limitations, see 
Harvey, Observations on the Cost Approach, The Appraisal Journal, Oct. 1953, pp. 514- 
18. 
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cise or absolute and provable, as one might prove an answer to a mathe- 
matical problem. 


THE ROLE OF MORTGAGE SECURITY VALUATION IN 
MORTGAGE LENDING 


Mortgage lenders have adhered for some years to standards of invest- 
ment based upon the concept that a loan having certain conservative con- 
tract characteristics could be expected to be a “good” loan. The tests have 
centered around the ratio of the loan to the value of the property pledged, 
the amount of borrower equity, the amortization of principal, and the ratio 
of borrower income to debt service. The valuation of the mortgage security 
is directly or indirectly related to all the tests. 

Lenders have used “fair loan value” as the device for limiting the prin- 
cipal sum of a loan. “Fair loan value” is alleged to be a “safe” value below 
which the property worth is not likely to fall even at the time of a forced 
sale. Allegiance to a “fair loan value” is unwarranted on both theoretical 
and practical grounds. 

A concept of a minimum realizable value ignores the difference between 
value and price. Value is based on the concept of highest and best use, with 
reasonably informed buyers and sellers acting with a minimum of compul- 
sion. Real estate markets are undoubtedly the most inefficient of the com- 
modity and service markets in the economy; consequently, prices may be 
and often are different from values for extended periods of time. A parcel 
of real estate may have a substantial value but no immediate purchaser, and, 
therefore, no price. Moreover, most real estate units have many substitutes, 
both real estate and non-real estate, and are therefore items for which 
demand may be deferred indefinitely or forever. 

Fair loan value fails on the practical approach. The circumstances of 
any particular future moment, or period, are not predictable. Scientific de- 
velopments, many of which are unforeseen within a year of their introduc- 
tion, change economic activity beyond the anticipations of the most per- 
ceptive clairvoyants. By comparing mortgage loan appraising with actuarial 
activity, one can quickly appreciate the problem of the appraiser in deter- 
mining a “fair loan value.” An actuary would be in a predicament similar 
to an appraiser seeking a “fair loan value” if the president of a life insurance 
company were to request a list of the death dates of individual policyholders. 

If loan value concepts were reliable, there would be practically no prob- 
lem of foreclosures, for market prices would always be in excess of loan 
balances and distressed borrowers would sell and relieve themselves of obli- 
gations (and recapture equity) rather than lose their properties through 
foreclosure. Unfortunately, the history of mortgage lending, notwithstand- 
ing fair loan values, is padded with reports of foreclosures and losses to 
mortgage investors. 

Sometimes the fair loan value idea is used to cloak another lending 
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“standard.” By using a low valuation relative to the total acquisition cost 
of the property, the lender automatically increases the borrower’s equity 
requirements. The implication is that a loan with a high borrower equity is 
likely to be a good loan. Reports of mortgage lending experience do not 
justify the traditional attitude that equity means safety. The most extensive 
studies to date on mortgage loan experience have been made by the Na- 
tional Bureau of Economic Research. Their studies fail to reveal sig- 
nificantly, if at all, lower delinquencies for loans with relatively low loan 
to value ratios and high equities. The studies clearly do not show low 
equities and high loan to value ratios as a cause of trouble. In fact, in the 
case of insuance company loans, the largest losses were on the low loan to 
value cases in high-priced single-family units. Low loan to value ratios 
would probably give greater protection in low-priced property, but the 
ratio needed for certainty of protection would be so low as either to elimi- 
nate a substantial number of borrowers or force borrowers into second 
mortgage financing. 

The combination of a plan for principal amortization in fixed install- 
ments combined with a fair loan value is usually considered to provide safety 
for the lender. The difficulty here is in the concealment of income trends 
in the value estimate. The value estimate does not reveal fluctuations in 
anticipated incomes from which loan servicing will be paid. The fluctua- 
tions are common to both amenity- and money-producing property. A 
recent study on New York City investment properties illustrates the fallacy 
of assuming safety merely because a loan with a reasonable ratio to value 
is amortized.5> The debt service required for a sixty-five per cent loan based 
on acquisition cost and bearing interest at four per cent with both amortized ® 
and non-amortized plans was calculated for elevator apartments, walk-ups, 
semi-philanthropic apartments, small houses, rooming houses, office build- 
ings and loft buildings, and “taxpayers.” Each functional type was classified 
by year of acquisition. Only walk-ups and semi-philanthropic apartments 
acquired during the years 1915-1919 and “taxpayers” acquired between 1920 
and 1929 could meet debt service out of net income for the total period of 
the study, 1915-1950. All other property types would have had varying 
degrees of trouble, ranging from short-term delinquency to complete failure 
in two groups—office buildings and lofts acquired in the period 1925-1929. 
The latter two groups could not meet the assumed debt service on either 
type of loan throughout the entire experience period. 


*See SauLnierR, NaTionaAL Bureau or Economic ResearcH, Mortcace LENDING 
EXPERIENCE OF Lire INsuRANCE CoMPANIES (1950); BEHRENS, NATIONAL BuREAU OF 
Economic ResearcH, COMMERCIAL Bank ActiviTiEs IN URBAN Mortcace FINANCING 
(1952); Morton, Ursan Mortcace Lenpinc: CoMPARATIVE MARKETS AND EXPERIENCE 
(1956). 

5 GREBLER, EXPERIENCE IN URBAN Real Estate INVESTMENT (1955). 
6 Amortization was calculated at three per cent per year. 
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What, then, are the criteria of a good loan? It is doubtful if there are 
specific contract standards which can be relied upon to identify a good loan. 
Mortgage investment experience studies have, in every case, shown a re- 
lationship between mortgage loan success and the date of loan creation. 
Loans made in boom periods tend to experience difficulty, while those 
made during deflations tend to turn out well. All other measures are merely 
suggestive, at best. 

Explanations available on the correlation of experience and origination 
date are not wholly satisfactory, but two of the most plausible ones are 
worth reviewing. First, loans made latest in the booms are likely to have 
been made to marginal borrowers, the last to become eligible and the first 
to become ineligible in the event of a business decline. Second, loans made 
in the depressed stage of a business cycle are usually made to finance the 
purchase of property of relatively low price. Loan payments are geared to 
a low income, and even if incomes rise and subsequently fall, it is difficult for 
the income to fall below the level on which the original loan servicing was 
calculated. 

The real soundness of a particular loan depends upon its having terms 
which can be satisfied conveniently from borrower income; a portfolio 
could be filled with “good,” forty per cent loans, all in default. If the old 
loan-to-value ratio adage that “surely the property value will not fall below 
a certain price” has any merit, there is even greater merit to the idea that 
loan servicing should be low enough that “surely income will not fall to 
the point at which the borrower cannot pay.” 

A sure course to success is not yet charted for mortgage lenders, but 
it is clear that the lender who relies on the fair loan value concept as the key 
item in lending policy actually gives over vital decisions of lending to the 
appraiser and, in effect, relinquishes control of mortgage lending decisions. 
A better, though not a guaranteed route is one in which the lender obtains 
from a valuation expert an estimate of value including a review of the ap- 
praiser’s assumptions and forecasts from which the estimate was derived. 
The appraisal should be employed in the lending decision, but the decision 
of how much to lend should not be automatically calculable once a valua- 
tion estimate is available. The main use to which a lender can put a value 
estimate is to check the reasonableness of a borrower’s investment program. 

A mortgage lending program based on a portfolio approach, that is, the 
granting of loans which in the aggregate may have a good experience, is 
more likely to be successful than one which limits the testing to the qualities 
of each loan. In the portfolio approach, the lender determines that the cost 
of the borrower’s program is no greater than the value estimate, and then, 
assuming the borrower of personal credit-worthiness, lends on terms which 
produce a comfortable income-to-debt service margin with the chief loan 
limits on principal and maturity being the value estimate and the anticipated 
economic life of the real estate. 








FORECLOSURE OF THE SECURITY 
INTEREST 


BY WILLIAM C. PRATHER * 


INTRODUCTION 


IF AMERICANS HAD ADHERED strictly to Shakespeare’s advice, 
“Neither a borrower nor a lender be,” the country would be without 
financial institutions, and fifty-six per cent of the nation’s families would 
be without homes.! While there are those who might view the first pros- 
pect with cool approval, few would deny that a mortgaged home is better 
than no home at all. 

Though an example of the kind of folk thinking that often triumphs 
over good sense, the maxim at least has the advantage of being fair in 
application. Shakespeare equated both parties: the borrower is damned 
along with the lender. Considering much present-day philosophy with 
respect to economics and the common man, the unbiased approach is 
refreshing. 

Indeed, at present it is quite rare. An objective appraisal of the eco- 
nomic scene reveals a preponderance of national policy, legislative-wise, 
tax-wise, and otherwise, which favors the borrower, and very little which 
favors the lender. Vast governmental favors to the borrower now are be- 
stowed by law. In housing, small business, agriculture, and a dozen other 
fields, government is deeply involved in the facilitation of borrowing by 
firms and by individuals. Where, it could be asked, are the comparable 
encouragements to the private savers of capital, the potential lenders, to 
accumulate and make available the funds needed for such programs? 

While the courts have divided their allegiance more equitably than 
other divisions of government, at best their course has been erratic. Espe- 
cially is this true when they are faced with the problem of foreclosure of a 
security interest by the lender against the borrower. Here the issues appear 
to be clearly drawn. The court feels that it must make a choice. And true 
to tradition, the courts, as well as the legislatures and legal draftsmen, have 
zigzagged between the opposite poles of lender and borrower favoritism, 
adding a safeguard here and a rectification there, and more often than not 
in favor of the borrower. 

The ambivalence of their approach has had grievous and unexpected 


* WILLIAM C. PRATHER. LL.B. 1947, University of Illinois; attorney, 
The First National Bank of Chicago, 1947-1951; Editor, The Legal 
Bulletin of the United States Savings and Loan League; Associate 
Counsel, United States Savings and Loan League, Chicago, Illinois. 






1Of owner-occupied nonfarm homes, 56% carry mortgages. 43 Fep. Reserve Butt. 
640 (1957). 
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results. Far from helping the borrower or the lender from time to time as 
intended, they have succeeded only in throwing roadblocks in the way of 
both. The costly, time-consuming, and often unnecessary foreclosure 
“safeguards” built up over the years have served only to hamper private 
mortgage lending and restrict for prospective homeowners the flow of 
needed funds. The result is a bitter paradox, since the cumbersome pro- 
cedures benefit neither mortgagor nor mortgagee and can from no stand- 
point be justified. 

In fact, they have imposed a heavy burden on borrowers by forcing 
the lender, who must plan ahead, to charge higher interest rates, appraise 
properties more conservatively, and lend smaller amounts than would 
have been the case had the lender been operating under more expeditious 
and inexpensive laws. Lenders often are forced to initiate foreclosure earlier 
in an effort to minimize costs,? and the huge costs themselves, when added 
to the debt, may needlessly drive the borrower into bankruptcy. A final 
result of such uneconomic procedures has been to impede the interstate 
flow of mortgage money, thereby indirectly allowing high interest rates to 
remain in effect in states where demand for such money is greater than 
supply and, conversely, low interest rates where supply exceeds demand. It 
is unquestionable that simple, inexpensive, expeditious, and more uniform 
foreclosure procedure would benefit both mortgagee and mortgagor by 
making possible more liberal practices on the part of the nation’s lenders 
and by facilitating the flow of mortgage money. 

Students of the problem have long recognized a need for revision along 
more uniform lines. The interests of the lender and the borrower are only 
superficially divergent; closer scrutiny reveals that their mutual interests 
constitute the public interest, and that improved procedures will solve not 
only their specific problem but will benefit the nation and the public as a 
whole. Moreover, equity and the dignity of contract are of equal im- 
portance to all parties concerned, and somewhere between the cold fact of 
law and the sometimes overly lenient expedients adopted by equity lies a 
solution that will be in the public interest. Especially is such a solution 
needed in Illinois, where the state of the foreclosure laws has led one writer 
of national repute to comment, “Illinois does not have the worst foreclosure 
laws of any state, but in this respect it ranks close to the bottom.” ® 

In the complex and interdependent economy of today the mortgage 
and foreclosure laws of the individual states no longer can be considered 
matters of purely local consequence. While the Illinois laws on foreclosure, 


2 Horace Russell, former general counsel of the Home Owners’ Loan Corporation 
(HOLC), in 1938 estimated that each day of delay in completing foreclosure added 
costs of from $2 to $3. Hearings Before the Subcommittee of the Senate Committee on 
Appropriation Bill for 1939, 75th Cong., 3d Sess. 15 (1938). 

3 Meyer Fink, Commerce Magazine, June 13, 1931. If accurate in 1931, Mr. Fink’s 
statement would have remained substantially so until July 1, 1957, when certain im- 
provements were made. See “Foreclosure in Illinois” p. 445 infra. 
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for example, are of immediate concern to Illinois, they also are of national 
concern, and any valid assessment of the individual state situation neces- 
sarily must take into consideration the state’s position and significance in 
the national pattern. As this study will reveal, that pattern is jerry-built and 
heterogeneous. 

It is my purpose here to explore the existing diversity in the mortgage 
and foreclosure laws of the various states together with the formidable 
array of costs in many of the jurisdictions. Particular consideration will be 
given to Illinois. An attempt will be made to suggest an alternative and 
realistic approach that will at the same time assure equity to the lender and 
borrower, as well as provide a basis for some degree of uniformity among 
the states. Admittedly the charting will be circuitous, and the problem of 
foreclosing the security interest has so many facets that many of the de- 
tails necessarily must be omitted. 


CONDITIONS PRECEDENT TO FORECLOSURE 


Nature of Security Interests 


Although treated comprehensively in another part of this symposium, 
a brief review of the nature of the security interest is necessitated because 
of its important bearing upon the foreclosure problem. As to be expected, 
there is wide variance among the states, and the failure of the states to agree 
even on a common definition of a mortgage presages the numerous varia- 
tions yet to come with respect to foreclosure.* 

The chief difference, basically one between law and equity, is of 
method, and stems from the question of whether the mortgage is a con- 
veyance of land as security for the payment of a debt, or whether it is a 
hypothecation of the land therefor. The diversity is a needless interstate 
barrier since the purpose in each case is always the same: if the borrower 
does not pay, the lender may realize from the security. 

Method as well as purpose having become substantially the same in 
practice, however, it is only the theory of method that has retained its dis- 
tinction. Almost universally the mortgage is regarded merely as security 
for the payment of a debt or other obligation and, as to all persons except 
the mortgagee and those claiming under him, it is true everywhere in law 
and equity that a mortgagor in possession is the legal owner both before 
and after default. 

While important in several respects, the theory adopted is especially 
determinative of the mortgagee’s rights with respect to possession and rents 
of the mortgaged property. Although the states are arrayed from one 
extreme to the other, it is possible to group them under the three general 
headings of title, lien, and intermediate: 


* 1 Jones, Mortcaces § 17 (8th ed. 1928): “[Similarly] it may be said that the most 
accurate and comprehensive definition of a mortgage is that it is a mortgage.” 
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Eight states, listed in the Summary Chart ® under the heading of “title 
theory,” adhere to the original common-law theory that the mortgagor 
actually conveys his land to the mortgagee, the mortgagee gaining legal 
title subject to defeasance only when the debt is repaid. While in early days 
the mortgage conveyed not only title but the right of possession as well, 
the latter right has been an almost complete casualty either through 
equitable erosion or by express proviso in the conveyance for quiet en- 
joyment by the mortgagor until default. In practice, the mortgagor re- 
mains a legal owner in possession of the premises, and little remains to the 
mortgagee except a defeasible title which serves only to assure his right 
to enter into possession after a default and to collect the rents. 

In twenty-eight states the common-law theory of title has been super- 
seded by the equitable theory that the mortgagee has merely a lien to se- 
cure the debt. Literally, the mortgage serves only as a hypothecation of 
property for the payment of a debt and is not regarded as a conveyance 
even though in fact it may be (and usually is) cast in the form of a con- 
veyance. At all times, both before and after default, the mortgagor remains 
the physical owner until debarred in the foreclosure process. 

As the “intermediate” label implies, the positions of the remaining four- 
teen states, including Illinois, have characteristics of both the title and lien 
theories. Indeed, even as to the states placed in the two preceding groups, 
there are variances and exceptions; in title theory states there will be evi- 
dences of the lien theory, and vice versa. 

Perhaps the best attempt to define a mortgage that will be accurately 
descriptive in all states is made in section 1(1) of the Model Power of Sale 
Mortgage Foreclosure Act. Here a mortgage is defined to be “any form 
of instrument whereby a lien is created upon real estate, or whereby title 
to real estate is reserved or conveyed as security for the payment of a debt 
or fulfillment of other obligation.” In defining a mortgage in this manner, 
the troublesome question of whether a mortgage is a lien upon, or a con- 
veyance of legal title to the real estate is avoided. 


Types of Security Instruments 


Mortgage instruments are of various types, the most common of which 
are the regular mortgage, the trust deed (sometimes called deed of trust), 
the deed to secure a debt (sometimes called security deed), and the 
equitable mortgage. The first three represent the types of security in- 
struments most generally used in the various jurisdictions, and of these the 
regular mortgage predominates. 

Since the requirements, covenants, and construction of a regular mort- 
gage are generally known, only those features will be considered which 
have a direct bearing upon foreclosure. 


5See Summary Chart pp. 450-51 infra. 
6 1940 HANDBOOK oF COMMISSIONERS ON UNIFORM STATE Laws 254. 
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In title theory states, indeed even in most lien theory states, the mort- 
gage is cast in the form of a conveyance of the land. In addition to a de- 
scription of the obligation it includes a proviso that the conveyance shall 
become void at the time such obligation is met. If, in addition to taking 
title and possession of the land in event of foreclosure, a mortgagee is to 
recover personal judgment for any deficiency against the borrower, there 
must be a personal covenant of the borrower to pay the debt at a fixed time 
or times together with interest. Ordinarily this covenant is placed in the 
note, but if there is no note, such covenant may be incorporated into 
the mortgage instrument. 

In almost every case, including title theory states, the mortgage will 
contain a provision that until default in the performance of a condition the 
mortgagor may remain in possession of the premises. In many states the 
mortgage will confer upon the mortgagee a power of sale in event of de- 
fault. A covenant as to rents ordinarily is also incorporated into the mort- 
gage, or may be covered by a separate instrument. These covenants later 
will be discussed in more detail. 

The regular mortgage is the customary form used in thirty-eight 
states, and in eleven states the trust deed predominates. In Georgia, use of 
the security deed is customary. 

Although the trust deed to secure a debt brings a third party into the 
picture, ordinarily it is considered in all respects as a mortgage.? Instead 
of a conveyance from the borrower to the lender, the borrower conveys a 
defeasible legal title to a third party, a trustee, who then holds it for the 
benefit of the lender, or the holder of the note or notes. Ordinarily, the 
trust deed confers upon the trustee a power of sale. Almost completely re- 
placing the regular mortgage form in several states,§ the device is especially 
adaptable to a situation where there are multiple lenders on one property, 
each of which is enabled to hold a note or bond secured by one security 
instrument. Not only is the sale of such obligations facilitated by the 
arrangement, but the identity of the lender also can be kept confidential. 
While the trust deed is also widely used in Illinois, Delaware, and Kansas 
by larger institutional lenders, it would appear, as shown on the Summary 
Chart, that in general usage the regular mortgage is more prevalent. 

A deed given to secure a debt has many of the characteristics of an 
equitable mortgage.® With near unanimity, courts hold that such a deed, 


7Shillaber v. Robinson, 97 U.S. 68 (1877); Ware v. Schintz, 190 Ill. 189, 60 N.E. 
67 (1901); Clarke & Cohen v. Real, 105 Pa. Super. 102, 159 Atl. 454 (1932). 

8 House Bill 118, Idaho Laws 1957, effective March 9, 1957, declares the use of 
deeds of trust for mortgages on three acres or less to be “public policy.” 

®An equitable mortgage can be any written instrument evidencing the intention 
of the parties that certain land is to be considered security for the payment of an 
obligation. Oftentimes, instruments which purport to be trust deeds or regular mort- 
gages but which in fact contain defects may be construed according to intention as an 
equitable mortgage which is subject to foreclosure as other mortgages. Trustees of 
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whether quitclaim or warranty, and whether absolute or conditional on its 
face, will be treated as a mortgage. Proof of intention is necessary, and the 
burden falls upon the party asserting it; but if such is supplied to the satis- 
faction of the court,!° the grantee may foreclose in event of nonpayment or, 
in the event of payment, the grantor may demand cancellation or recon- 
veyance. Such deeds often recite that they are given to secure a debt, and 
this ordinarily is the best evidence of intention. 

In Georgia, which as to a regular mortgage adheres to the lien theory, 
a warranty deed reciting that it is given to secure a debt establishes legal 
title in the grantee, and such transfer is treated as a mortgage under the 
title theory. Ordinarily termed a security deed, the device is the form 
most commonly used in that state. It is not customarily used in other areas. 


Default 


Default on the part of the borrower is the incident initiating the fore- 
closure process. Fortunately the great majority of mortgage loans experi- 
ence no default, and loans that have ended in foreclosure during the past 
twenty years have been only a small fraction of one per cent of the gross 
volume.!? 

The drastic experience of the early thirties,’ however, points up the 
need for more general realization among mortgage lenders that in times of 
a depressed economy a calculated leniency at the proper time may make 
foreclosure, with its expense and consequent loss both to the borrower and 
the lender, unnecessary. While in normal times mortgages generally should 
be enforced according to the terms of the contract, in times of general de- 
pression it is foolish to offer only the two alternatives of payment accord- 
ing to contract or foreclosure. Horace Russell, formerly general counsel of 
the Home Owners’ Loan Corporation, makes the following comment in a 
recent book: “The entire Home Owners’ Loan Corporation operation might 


Zion Methodist Church v. Smith, 335 Ill. App. 233, 81 N.E.2d 649 (4th Dist. 1948); 
see 59 C.J.S., Mortgages §§ 13-17 (1949). 

10In most jurisdictions this may be done by parol. 1 Jones, Mortcaces §§ 340-96 
(8th ed. 1928). Re Illinois, see Warner v. Gosnell, 8 Ill.2d 24, 132 N.E.2d 526 (1956); 
Whittemore v. Fisher, 132 Ill. 243, 24 N.E. 636 (1890). 

11“, . . Had there been a condition of defeasance . . . any doubt whether the 
transaction is a mortgage would be resolved in favor of its character as a mortgage.” 
Lackey v. First Nat'l Bank, 309 Ill. App. 308, 32 N.E.2d 949, 953 (4th Dist. 1941). 


12 SAULNIER, NATIONAL BurEAU oF Economic ResearcH, UrsaN MortcAce LENDING 
84, table 22 (1950). In a group of 22 representative life insurance companies, the fore- 
closure rate on 1- to 4-family dwellings, inclusive of years 1938-1946, averaged under .5%. 
Ibid. RussEtt, SaAviINGs AND Loan Associations 22 (1956): “.... [OJf the loans made 
from 1935 to 1954 a very, very small fraction of 1% have been foreclosed. .. . 
Over the last one hundred years, it is estimated that less than 4% of the loans made 
were foreclosed.” Undoubtedly, the high depression rates (1930-34) raised the latter 
estimate. 


18 Soon after the 1929 crash, homes in the United States were being foreclosed at 
the rate of 20,000 a month. Stone, Mortgage Moratoria, 11 Wis. L. Rev. 203 (1936). 
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have been avoided if mortgagees had done what [the Corporation] did, 
that is, if they had adjusted the contract to the ability of the family to 
pay.” 24 In abnormal times, therefore, a judicious modification of the 
mortgage contract can hold the foreclosure problem to a minimum. 

Likewise, some lenders are too quick in turning over a collection prob- 
lem to their attorneys. The lender-client should first exhaust every effort 
to collect from the borrower, including use of all the grace that he is 
willing to extend. It is primarily the client who should decide when fore- 
closure is unavoidable, and only when he is ready to proceed should he 
refer the case to his attorney for action. Too often the attorney is used 
prematurely as a bill collector, and cases are turned over when the client 
has no intention of actually bringing the matter to foreclosure. The lawyer, 
often lacking the time and sometimes the inclination to indulge in long, 
drawn-out negotiations with the borrower, will simply initiate the legal 
remedy. 

For the purposes of this study, it will be assumed that all mortgage in- 
struments contain the usual covenants, that the mortgagor’s title to the se- 
curity is of a satisfactory nature at the time the mortgage is made, and that 
the instruments have been properly executed, acknowledged, delivered for 
a proper consideration, and recorded. The subject of this article’ properly 
begins with default. 

Default in a condition ordinarily accelerates the due date of the entire 
mortgage loan. Carefully drawn mortgage instruments invariably provide 
an acceleration clause for the entire debt in event of default, and in most 
cases the clause should be inserted in the note, as well as in the security 
instrument. In the absence of such a clause in an installment loan (i.e., 
amortized mortgage), the mortgagee could be forced to bring separate 
foreclosure actions for each installment as it becomes due and is defaulted. 

We shall omit consideration of the acts or omissions of the mortgagor 
which constitute default other than to point out that repayment of principal 
ordinarily is not the only condition in a mortgage. The payment of interest, 
for example, and of taxes upon the premises, of insurance upon any struc- 
tures on the land, a covenant to keep the property in repair, against waste, 
and failure to discharge liens against the property, all customarily are con- 
ditions inserted into the mortgage. Most mortgages make failure to do any 
one of these, plus others, a breach of condition, thereby accelerating the 
entire debt.15 
It is upon default that the foreclosure process comes into operation, 


14 RUSSELL, Op. cit. supra note 12, at 20. 
15Home Owners’ Loan Corp. v. Stookey, 59 Idaho 267, 81 P.2d 1096 (1938); 
Zalesk v. Wolanski, 281 Ill. App. 54 (1st Dist. 1935); Glorsky v. Wexler, 142 N.J. Eq. 
53, 59 A.2d 233 (1948). 
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and foreclosure may, in the absence of a binding agreement to the contrary,?* 
be initiated at once. 


THE FORECLOSURE PROCESS 


Methods of Foreclosure 


After a default by the borrower, the lender or his successor in interest 
must seek to realize upon the real property security by selling or acquiring 
ownership of the land, at the same time extinguishing any equitable rights 
belonging to the borrower. The process is called foreclosure, which in its 
dictionary definition means “to shut out; exclude or bar.” 

In the early days of English mortgage law there was no necessity for 
foreclosure. The courts enforced the mortgage in accordance with its 
written terms, and a failure of the borrower to pay his debt when due simply 
extinguished all of his rights in the land. Because of the gradual develop- 
ment of a borrower’s equitable right to redeem the land at a later date, 
however, foreclosure became necessary to extinguish the right. 

Methods of foreclosure vary greatly from state to state. In some states 
foreclosure is quick and cheap; in others it is a long and expensive process. 
In Tennessee, for example, foreclosure is by trustee’s sale after twenty days’ 
notice by publication, and there is no redemption after the sale if the right 
to redeem has been waived (which it invariably is in the trust deed). The 
cost need not be more than $150. By way of contrast, it may take as long 
as two years to foreclose a mortgage in Illinois, and costs may be in excess 
of a thousand dollars. In Illinois, foreclosure is strictly and exclusively a 


q judicial proceeding in the classic manner, and, ordinarily there is a twelve- 
: months’ redemption period after the sale during which time the mortgagor 
4 may remain in possession.!7 


| Foreclosure procedures available for use must be sought under the laws 
: of the state where the property is situated. While the diversity of state 
foreclosure laws is formidable, the most prevalent methods in use are fore- 
closure by sale in judicial proceedings, and foreclosure by exercise of a 
power of sale contained in the mortgage. Some use is made also of strict 
foreclosure, and brief mention also will be made of foreclosure by entry 













16 An agreement by the mortgagee not to take advantage of foreclosure for a 
given time is binding. McNeil v. Call, 19 N.H. 403 (1849); Ward v. Scarborough, 
236 S.W. 434 (Tex. Com. App. 1922). 

Moratoria legislation, enacted in some states during times of financial crises, may at 
those times affect ability of the mortgagee to bring action promptly. See generally 
Poteat, State Legislative Relief for the Mortgage Debtor During the Depression, § Law 
& ConTeMp. Pros, 517 (1938); Comment, Mortgages—“Depression Jurisprudence”— 
Remaining Effects in Statutory Law, 47 Micu. L. Rev. 254 (1948); Stone, Mortgage 
Moratoria, 11 Wis. L. Rev. 203 (1936). 

No particular promptness is required, although in some cases statutes of limita- 
tions may effectively bar foreclosure after long delay. See 6 L.R.A. (ns.) 511 (1907). 


17 See “Foreclosure in Illinois” p. 445 infra. 
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and possession, and by publication or notice. Although in some states one 
method is exclusive, in many states the mortgagee may elect which method 
he will pursue, including an election to proceed on the note alone, on the 
mortgage, or on both concurrently.18 


Strict Foreclosure. In jurisdictions which permit its use, strict fore- 
closure usually is one of several remedies, although ordinarily it is confined 
to cases where (1) the mortgagor is insolvent, (2) the mortgaged premises 
are not of sufficient value to pay the debt, and (3) there are no outside 
creditors or encumbrancers. The process begins with a complaint or a 
petition to foreclose. The complaint is brought against not only the owner 
but all persons who may have the right to redeem, including a spouse, 
tenants, and junior lien holders, if any. After summons either by personal 
delivery, or by publication and mailing of notice where personal summons 
is not possible, the defendants are given the opportunity to introduce de- 
fenses such as invalidity of the mortgage, prior payment, or failure of con- 
sideration. 

After hearing any defenses, the court will determine if there has been 
a default and if the mortgagee has the right to foreclose. A decree or judg- 
ment is then entered, setting out the amount due to the lender, and specify- 
ing a period, ordinarily from two to six months, in which the borrower may 
redeem by payment of the amount due. The decree provides also that if 
the property shall not have been redeemed within the period specified, the 
borrower and all persons claiming under him shall be forever barred and 
foreclosed. As of the time the specified period expires, the mortgagee be- 
comes the sole owner of the property. No sale of the premises is involved. 

Some courts have called strict foreclosure a harsh remedy since it 
transfers the property to the mortgagee without a sale, the value appearing 
not to be taken into account. As will be shown, however, the value of a 
sale is one of theory only, and the arguments advanced later in this article 
justifying a more realistic approach could as well be applied to justify strict 
foreclosure. 

While permissible in theory in several states,1® only in the states of 
Connecticut and Vermont is it extensively used. 


18 The weight of authority in most states, including Illinois, allows suing successively 
or concurrently on the mortgage and note. The mortgagee may either maintain fore- 
closure proceedings against the mortgaged property or may maintain action for per- 
sonal judgment for debt, or may pursue both remedies concurrently on consecutively. 
Springer v. Law, 185 Ill. 542, 57 N.E. 435 (1900); see also Massman v. Duffy, 330 III. 
App. 76, 69 N.E.2d 707 (1st Dist. 1946). There is contrary authority that foreclosure 
is exclusive, at least in the first instance, in Arizona, Idaho, Montana, Nebraska, North 
Dakota, Oregon, Utah, and California, where the mortgage security must first be 
exhausted. Cases noted at 19 R.C.L. § 308 (1917); Salter v. Ulrich, 22 Cal. 2d 263, 138 
P.2d 7 (1943). 

19 Strict foreclosures have been allowed in Alabama, Colorado, Connecticut, Illinois, 
Indiana, Maine, Massachusetts, Minnesota, Nebraska, New Hampshire, New Jersey, New 
York, and West Virginia. See cases cited 20 L.R.A. 372 (1915); Froidevaux v. Jordan, 
64 W.Va. 388, 62 S.E. 686 (1908). Re Illinois, see “Foreclosure in Illinois,” p. 445 infra. 
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Foreclosure by Sale in Judicial Proceedings. Under this method, the pro- 
cedure is identical with that of strict foreclosure until the point that judg- 
ment or decree is about to be entered. At this time, the procedure becomes 
different, due to the widespread belief that if the land is sold at a public 
sale it might bring more than the mortgage debt, leaving something for the 
borrower. Although judicial sale predominates in most parts of the country, 
it later will be shown that in practical operation the theory seldom works 
out in accordance with the original purpose. 

At the time of entering the decree, the court determines the amount 
due to the mortgagee. The decree provides that a specified period of notice 
shall be given to the public that the property is to be sold at public auction. 
The notice, usually by newspaper publication, must include a description 
of the property, the time, place, and terms of the sale, and the officer desig- 
nated to conduct the sale. The officer usually is a master in chancery, a 
sheriff, or other officer appointed or authorized by the court. 

The mortgagee customarily is permitted to bid at the auction,”° and in 
practice, the mortgagee almost invariably is the only or the highest bidder. 
If such bids are confined to the unpaid amount of the mortgage, the mort- 
gagee may avoid parting with any cash. The bid price is merely applied 
to the mortgage debt. 

Upon receiving a report of the auction, the court will determine the 
equity and propriety of the sale, and if it approves, the officer is ordered 
to execute either a deed to the purchaser or, as in Illinois, a certificate of 
sale. If the state law does not provide statutorily for a further period in 
which the borrower may redeem, the purchaser at this point becomes the 
sole and absolute owner of the land. 

The method is used predominately in Illinois and twenty-five other 

states. 
Foreclosure by Exercise of Power of Sale. In a great many states, a mort- 
gage may be foreclosed without recourse to the courts, and the usual method 
is that of foreclosure by exercise of a power of sale contained in the security 
instrument. Power of sale mortgages are used primarily because they afford 
a less expensive as well as a more convenient and expeditious mode of fore- 
closure, and the mortgagor is not required to pay the greater expenses of 
a regular foreclosure action. This form of foreclosure is not permitted by 
law in Illinois.?4 

Foreclosure by power of sale specifically must be authorized in the 
mortgage instrument. Such clauses spell out what shall be considered a de- 
fault, and, in the event of such default, confer power on the mortgagee (or 
trustee in the case of a trust deed) to sell the property after public notice 


*0In the case of trust deeds, however, the trustee expressly must be given the 
authority to bid at the sale. Davison v. Krejci, 307 Ill. App. 514, 30 N.E.2d 758 (ist 
Dist. 1940); see also cases cited in note 22 infra. 


21 Tit. Rev. Stat. c. 95, § 23 (1957). 
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at public auction. In Minnesota, the sale is made not by the mortgagee, but 
by sheriff, and in Colorado the power of sale must be exercised by a special 
official called the public trustee. 

Ordinarily personal notice of the proposed sale to the borrower is 
necessary, but certain states permit notice by advertisement. In order to 
be able to bid in at his own sale, the mortgagee or trustee must have ex- 
pressly provided such authorization in the mortgage instrument, otherwise 
he is barred from the bidding.?? A deed is issued by the mortgagee as 
conductor of the sale to the highest bidder. Almost invariably this is the 
mortgagee himself. Again, while the equity of redemption is cut off by the 
process, statutory redemption may or may not be allowed, depending upon 
state statutory provisions. While the purchaser at the sale obtains immediate 
possession in states having no period of redemption, in states allowing a 
redemption period the majority allow the mortgagor to remain in posses- 
sion,” although the statute or the mortgage may contain different stipula- 
tions as to rents. To exercise the power of sale there is no need for the 
mortgagee to make entry. 

Power of sale procedure is the customary method of foreclosure in 
twenty-one states, and is also permissible (under conditions which may be 
other than those listed on the Summary Chart) in the states of Arkansas, 
Montana, Nevada, New York, Oklahoma, and Wisconsin. Under this form 
of foreclosure, it is imperative that the mortgagee observe meticulously all 
formalities and requirements. Improperly conducted sales are set aside as a 
matter of course by the watchful courts.”4 


Foreclosure by Entry and Possession. In the four New England states of 
Maine, Massachusetts, New Hampshire, and Rhode Island, a mortgage may 
be foreclosed by the mortgagee’s entry and the taking of peaceful posses- 
sion in the presence of witnesses. A certificate as to the entry must be re- 
corded, and possession retained for a specified period. In all four instances, 
a period of redemption dating from the time of formal entry is allowed. 
As indicated on the chart, however, this is not the customary means of 


procedure. 
A similar procedure involving a court proceeding is more generally used 


22See Straus v. Chicago Title and Trust Co., 273 Ill. App. 63 (1st Dist. 1933); 
Mills v. Mutual Bldg. & Loan Ass’n, 216 N.C. 664, 6 S.E.2d 549 (1940); Brown v. 
Eckhardt, 23 Tenn. App. 217, 129 S.W.2d 1122 (1939); Annot., 88 A.L.R. 1260 (1934), 
96 A.L.R. 1456 (1935), 130 A.L.R. 1349 (1941). Sec. 4(2) of the Model Power of Sale 
Mortgage Foreclosure Act, 1940 HaANpBook, op. cit. supra note 6, specifically gives the 
mortgagee power to bid at the sale. 

28 See Summary Chart pp. 450-51 infra; Nielsen v. Heald, 151 Minn. 181, 186 N.W. 
299 (1922). 

24“. , .. [Execution of the power] should be jealously watched and declared void 
for the slightest unfairness or excess, or for anything that prevents competition.” Very 
v. Russell, 65 N.H. 646, 648, 23 Atl. 522, 523 (1874); Verner v. McLarty, 99 S.E.2d 890 
(Ga. 1957); Tamburello v. Monahan, 321 Mass. 445, 73 N.E.2d 734 (1947); Krassin v. 
Moskowitz, 275 Mass. 80, 175 N.E. 269 (1931). 
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in the same states. Generally termed foreclosure by writ of entry, the 
court, upon proper petition, makes a determination of the amount due to 
the mortgagee and specifies that the mortgagee may enter and take posses- 
sion if payment is not made within a time specified in the order. At the 
time specified the mortgagee may take possession, and the debt is deemed 
to be paid to the extent of the value of the land. Again, a period of redemp- 
tion is allowed before the mortgagee’s ownership becomes complete. In 
Rhode Island the action is termed ejectment. Procedure under this method 
may with near accuracy be termed a strict foreclosure. 

The predominant method of foreclosure in Maine is in a unique class. 
Termed foreclosure by publication or notice, the procedure involves publi- 
cation in a newspaper for three successive weeks of the claim on the real 
estate, including a clear description and statement that the condition is 
broken, and a recordation of such notice. Foreclosure may be made by 
causing an attested copy of notice to be served on the mortgagee and 
recordation of the same. The mortgagor has one year to redeem, the period 
dating from the first publication or service of notice. 


The Mortgagor’s Right of Redemption 


The generally recognized right of the defaulting mortgagor to redeem 
his land upon payment of the debt, interest, and costs, even after the mort- 
gagee has taken title or gone into possession, came about during a period 
when government favor was weighted heavily on the side of the borrower. 
Since it was a creation of the courts of equity, the right came to be known 
as the equitable right of redemption. The courts have held further that the 
right is salable, and that right to its exercise extends through and beyond 
the mortgagor to his heirs, grantees, and subsequent incumbrancers showing 
an interest in the property. 

Jealously guarded by the courts, equitable redemption rights exist in all 
states, and continue until terminated by foreclosure. Validity is denied to 
any attempt to waive such rights either by specific agreement, or by the 
insertion of waiver in the mortgage.?5 Not only have all such clauses been 
declared void and against public policy, but indirect attempts to achieve 
waiver likewise have been struck down. Since the equitable right of re- 
demption can be terminated only by and at the time of foreclosure, it has 
been said that the entire object of foreclosure is to terminate the right. 

Many state legislatures, however, have not seen fit to end the matter 
here. Yet another period to redeem is guaranteed to the borrower by means 
of statutory enactment. Such periods ordinarily begin at the time of the 
foreclosure sale and extend for the time specified in the statute. This right, 
stemming directly from statutory provision, is termed the statutory right 
of redemption. 


25 Bradbury v. Davenport, 114 Cal. 593, 46 Pac. 1062 (1896); Desseau v. Holmes, 
187 Mass. 486, 73 N.E. 656 (1905). 
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All rights to redeem after foreclosure are purely statutory and can be 
exercised only by those persons stipulated in the statute. The statutes 
ordinarily provide that any person having a subsisting interest in the prop- 
erty may redeem, creditors often being given the right provided their claim 
has been reduced to judgment. To redeem, the redemptioner must pay the 
amount owing as established by the court, and in determining that amount, 
the courts customarily will allow inclusion of interest, sums such as taxes 
advanced by the mortgagee in protecting title, necessary repairs if he has 
been in possession, and the costs of foreclosure as later outlined. 

Statistically, the right of redemption has not been important from the 
standpoint of the mortgagor; it is almost never exercised. The problem 
from the standpoint of the mortgagee has been not with its exercise, but 
with the simple fact of its existence. The possibility that it might be ex- 
ercised means that in these jurisdictions the property must remain in a state 
of suspense for long periods, ranging up to two years. When this time 
is added to the period required to foreclose, the period of suspense in times 
of economic uncertainty can become an almost intolerable burden. Truly 
it cannot be said that foreclosure has been accomplished until the redemp- 
tion period has expired and the mortgagee or third party has acquired in- 
defeasible title. 

The redemption statutes have resulted in modification of foreclosure 
procedures in these states to the extent that the mortgagee ordinarily does 
not receive his deed to the property at the time of the foreclosure sale, this 
being issued only at the termination of the redemption period. At the time 
of the sale he simply receives a certificate of entitlement to the deed at the 
proper time, provided, of course, that redemption has not in the meantime 
been made. This is the practice in IIlinois. 

Of the fifty jurisdictions listed on the chart, twenty-six have passed 
redemption statutes establishing periods ranging from two months (Florida) 
to two years (Alabama). Twenty-four states do not provide statutory 
redemption. The average redemption period for the fifty jurisdictions is 
5.7 months, and while the period in itself is not unreasonable, the figure 
results from the averaging of the twenty-four states where there is no re- 
demption with those states which have a period which may be uncon- 
scionably long. 


Rents and Possession 


A mortgagor in possession, whether by permission of the mortgagee 
in jurisdictions where the mortgagee is entitled to possession, or by his in- 
herent right in lien theory states, is the owner of the property and may en- 
joy the privileges and benefits of ownership so long as he does not unreason- 
ably prejudice the rights or security of the mortgagee. He is entitled during 
that time to the earnings, rents, and profits of the property. Although it 
might be varied by agreement in some states, the mortgagee has no right to 
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the rents until he takes possession. Moreover, the mortgagor is not liable 
to the mortgagee for rent for the period of his occupancy, nor need he 
account for the rents received.?? 

Special agreements or assignments of rents, while recognized as valid 
contracts in nearly all states, are treated differently, although in general they 
fall into three groups. In the first group of states a rent assignment is treated 
in the manner of a lien on the rents, and formal court action or peaceful 
possession is required in order to render it operative. 

The rule in these states may be generally stated as follows: A rent 
assignment either in the mortgage or in a separate instrument is not an abso- 
lute assignment, but is merely a lien which becomes effective only after the 
mortgagee asserts his right thereto by petitioning in his foreclosure suit for 
the appointment of a receiver to collect the rents or by becoming a mort- 
gagee in possession; that is, by obtaining possession with the express or im- 
plied consent of the mortgagor.?8 This seems to be the rule no matter how 
clearly the terms and conditions of the assignment are spelled out. It 
further appears that mere institution of foreclosure proceedings in itself 
will not cause the rent assignment to become operative. The mortgagee 
must take affirmative action beyond the foreclosure suit to enforce the 
assignment. This is the rule in Illinois, where it appears that the most 
effective method is through the appointment of a receiver.?® 

In this group of states the mortgagee would be well advised to mark the 
rules set out in the Illinois case of Stevens v. Blue:*° Until the mortgagee 
takes the action necessary to enforce his assignment, he is not entitled to the 
rent; if he permits the mortgagor to continue collecting the rents, the 
mortgagor is entitled to them. Moreover, it appears that the mortgagee who 
fails to take action runs the risk of an intervening lien which may take 
precedence.*! 

States in this group *? are Arkansas, Colorado, Florida, Georgia, IIli- 


26 American Bridge Co. v. Heidelbach, 94 U.S. 798 (1876); Nielsen v. Heald, 
supra note 23; Holmes v. Gravenhorst, 263 N.Y. 148, 188 N.E. 285 (1933). 

27 Gilman v. Illinois and Miss. Tel. Co., 91 U.S. 603 (1875). 

28 Hall v. Goldsworthy, 136 Kan. 247, 14 P.2d 659 (1932); Dime Sav. Bank v. 
Lubart, 38 N.Y.S.2d 252 (1942). In Fleisher v. Flick, 334 Ill. App. 461, 80 N.E.2d 81 
(1st Dist. 1948), an assignment of rents to the trustee under a trust deed for the benefit 
of junior mortgagees was held contingent upon the trustee taking possession and 
collecting the rents or, having instituted foreclosure proceedings, upon having a receiver 
appointed; where neither was done, the mortgagor’s heirs were entitled to rents as 
owners of the equity of redemption. 

*8 Fleisher v. Flick, supra note 28; see also Harris Trust & Sav. Bk. v. Chicago 
Rys. Co. 56 F.2d 942 (7th Cir. 1932); Carolina Portland Cement Co. v. Baumgartner, 
99 Fla. 987, 128 So. 241 (1930); McLester v. Rose, 104 Ill. App. 433 (1st Dist. 1902). 

80 388 Til. 92, 57 N.E.2d 451 (1944); Gilman v. Wills, 66 Me. 273 (1877). 

31 [bid.; Kinnison v. Guaranty Liquidating Corp., 108 P.2d 466 (Cal. 1941), modified, 
18 Cal. 2d 256, 115 P.2d 450 (1941). 

82 Harth, The Rent Assignment, 1954 Lecat Butt. 33. 
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nois, Indiana, Iowa, Kansas, Kentucky, Louisiana, Mississippi, Montana, 
New York, North Dakota, Ohio, Oregon, South Dakota, Texas, and Wis- 
consin. 

Other states treat the assignment as a conveyance of title to the rents 
which becomes absolute upon the happening of the condition specified in 
the assignment, usually default in the mortgage payments. If the assign- 
ment is properly executed, the mortgagee may have recourse to rentals from 
the property on default from the date that he demands possession of the 
property. 

In California, and in other states which treat the rent assignment as 
becoming absolute on default, a distinction is drawn between an assignment 
and a pledge of rents. Where the mortgage contains a clause merely in- 
cluding the rents as a portion of the property pledged, the mortgagee ac- 
quires only a security interest and has no more right to the rents than he 
does to the real estate which is security for the mortgage. In such case, the 
mortgagee must actually acquire possession by consent of the mortgagor or 
by lawful procedure, or he must secure the appointment of a receiver to 
perfect his claim; until he does so, the mortgagor is entitled to the rents.®* 
In a New Jersey case, an assignment of rents incorporated in the mortgage 
was said to become absolute on default and not conditional upon the mort- 
gagee’s entry into possession or upon the appointment of a receiver. In 
drawing the distinction between an assignment and a pledge, the court said 
that a pledge must be foreclosed to be executed, while in an assignment the 
title to the property assigned passes to the assignee. The court, therefore, 
declared that the rents were directly recoverable from the debtors.** 

Rather than relying on a clause in the mortgage which merely includes 
the rents as part of the security, a good protection to the mortgagee in all 
cases would be to use an assignment clause which specifically uses the word 
“assigns,” and which sets out in detail the particular conditions under which 
the mortgagee becomes entitled to the rents, issues, and profits. States gen- 
erally in this category ** are Alabama, California, Connecticut, Delaware, 
Hawaii, Maine, Maryland, Massachusetts, Michigan, Missouri, Nebraska, 
New Hampshire, North Carolina, New Jersey, Pennsylvania, Tennessee, 
Virginia, and West Virginia. 

A few jurisdictions have refused on public policy grounds to give effect 
to rent assignments executed at the same time as the mortgage. Here an 
agreement attempting to place the mortgagee in possession upon future de- 
fault is void and unenforceable.* In Minnesota it has been held that the 


53 See Kinnison v. Guaranty Liquidating Corp., supra note 31. 

$4 Stanton v. Metropolitan Lumber Co., 107 N.J. Eq. 345, 152 Atl. 653 (1930). 

35 [bid.; see note 32 supra. 

36 Orr v. Bennett, 135 Minn. 443, 161 N.W. 165 (1917); Hart v. Bingman, 171 
Okla. 429, 43 P.2d 447 (1935); Connecticut Gen. Life Ins. Co. v. Dobbins, 178 Okla. 
629, 63 P.2d 968 (1936); Hall v. Hall, 41 S.C. 163, 19 S.E. 305 (1894); State ex rel. 
Gwinn, Inc. v. Superior Ct., 170 Wash. 463, 16 P.2d 831 (1932). 
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mortgagee is not entitled to possession without foreclosure, the public 
policy of the state vesting the right to possession in the mortgagor absolutely 
until foreclosure decree and sale. Likewise, the mortgagor may retain pos- 
session of the land during the statutory period of redemption and until 
foreclosure is complete. Even in these minority states, however, the mort- 
gagee, though denied the protection of a rent assignment with his mortgage, 
is not without some protection of his interests in case of default. Although 
a rent assignment executed contemporaneously with the mortgage is void, 
the courts have held that the mortgagor, subsequent to execution of the 
mortgage and after breach of its condition, may assign rents to the mort- 
gagee to be applied on the mortgage debt.’? States in the minority group 
are Minnesota, Oklahoma, South Carolina, and Washington. 

The question is raised frequently whether it is necessary to make the 
rent assignment a separate document, or whether it is just as effective when 
included as a clause or stipulation in the mortgage. No case has been found 
where the rent assignment has been held invalid because included in the 
mortgage. Indeed, some courts have declared expressly that the rent assign- 
ment is a valid contract, whether included in the mortgage or executed as 
a separate instrument.*® 


Interest and Costs 


Interest and the costs and expenses of foreclosure incurred by the 
mortgagee ordinarily constitute additions to the mortgage debt. Such costs 
may consist of attorney’s fees, publication fees, trustee’s fees, auctioneer’s 
fees, master’s fees, title fees, revenue stamps, filing and recording fees, other 
court costs, and many costs of miscellaneous nature incurred in connection 
with enforcement of the obligation.®® It is also true that if the mortgagor 
has failed to pay taxes and assessments as required, and they are paid by the 
mortgagee to protect his security, as well as other advances of a similar 
type, the amounts thereof are considered on foreclosure as additions to the 
mortgage debt.*° 


37 Seifert v. Mutual Benefit Life Ins. Co., 203 Minn. 415, 281 N.W. 770 (1938). 

38Kinnison v. Guaranty Liquidating Corp., 108 P.2d 466 (Cal. 1941), modified, 
18 Cal. 2d 256, 115 P.2d 450 (1941). 

39 A clause in a trust deed, providing that expenses incurred in connection with 
the foreclosure thereof, or in connection with any proceeding thereunder, including a 
specified sum for solicitor’s fees and all outlays for evidence, costs of procuring abstract 
of title, and costs and attorney’s fees incurred by the holder of the debt shall be paid 
by the grantor, fixes the amount which may be allowed. Huber v. Brown, 243 Ill. 274, 
90 N.E. 748 (1909). 

40 Boone v. Clark, 129 Ill. 466, 21 N.E. 850 (1889); Wéindett v. Union Mut. Life 
Ins. Co., 144 U.S. 581, 12 Sup. Cr. 751 (1892); Bates v. Peoples’ Sav. and Loan Ass’n, 
42 Ohio St. 655 (1885). 

HOLC experience found that the amount due at foreclosure was 11% greater than 
the amount loaned, due in the main to the addition to loan balances of unpaid interest, 
and taxes and insurance advanced by the HOLC. Harris, NationaL Bureau or Eco- 
NOMIC RESEARCH, History AND Po.icies oF THE HOLC 98-99 (1951). 
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Where the note or mortgage fixes a rate of legal interest on the debt 
after maturity or default, or provides that the debt shall bear interest at a 
fixed rate “until paid,” the rates so specified will generally be allowed on 
redemption or foreclosure. In Illinois and several other states the mortgagor 
has been required to pay interest after default or maturity even though the 
mortgage instruments were silent as to interest.*4 

While attorney’s fees sometimes are allowed in the absence of a prior 
specific agreement, the courts of Illinois and other states have held that the 
allowability of such fees will depend upon the language of the mortgage 
instrument. In most jurisdictions a promise in the mortgage by the mort- 
gagor to pay a stipulated attorney’s fee in case of foreclosure is valid when 
the sum stipulated for is reasonable and not unjust or oppressive.*? Such 
stipulation also should provide that the fees are to constitute a lien on the 
mortgaged land. Whether such fees are or are not reasonable ordinarily is 
subject to the court’s review. In some states statutes provide that the court 
may fix the amount of attorney’s fees; what is “reasonable” has ranged 
from two per cent to ten per cent of the amount secured.*% 

In a few jurisdictions stipulation of a specified sum for attorney’s fees 
in the mortgage is prohibited by statute, and in other jurisdictions it is held 
to violate public policy unless authorized by statute.4# Where the laws 
authorize or permit attorney’s fees, however, it becomes a part of the mort- 
gage debt on default, though stipulated for in the note alone and not in the 
mortgage.*® 

While the cost of insurance on the property ordinarily is not a charge 
on the real estate, having been held not to be a covenant running with the 
land, there is minority evidence that it may be made so by express stipula- 
tion in the mortgage.*® 

It is not the excessive burden of foreclosure costs alone in some states 
that bleeds both mortgagor and mortgagee, but, as to the mortgagee, the fact 


41 Totten v. Totten, 294 Ill. 70, 128 N.E. 295 (1920); Scherer v. Bang, 97 N.J. Eq. 
497, 128 Atl. 258 (1925). 

42 States in this group are Alabama, Florida, Idaho, Illinois (Abbott v. Stone, 172 
Ill. 634, 50 N.E. 328 (1898); Uedelhofen v. Mason, 201 Ill. 465, 66 N.E. 364 (1903)), 
Indiana, Iowa, Kansas, Maryland, Minnesota, New Jersey, Nevada, New Mexico, North 
Dakota, Oregon, Pennsylvania, South Carolina, South Dakota, and Wisconsin. This 
listing is based in part on cases noted in 1 Jones, Mortcaces § 97 (8th ed. 1928). 

43 Abbott v. Stone, supra note 42; see also Puget Sound Mut. Sav. Bank v. Lillions, 
314 P.2d 935 (Wash. 1957). 

44 Kentucky (Oman v. American Nat'l Bank, 106 S.W. 277 (Ky. App. 1907)); 
Michigan (Bullock v. Taylor, 39 Mich. 137 (1878). However, a provision for “reason- 
able attorney’s fees” will be upheld. (Security Trust Co. v. Solomon, 241 Mich. 52, 
216 N.W. 405 (1927); In re Schaefer’s Bakeries, 155 F. Supp. 902 (E.D. Mich. 1957).); 
Nebraska (Security Co. v. Eyer, 36 Neb. 507, 54 N.W. 838 (1893)); and Ohio. 

#5 Bennett v. Benton State Bank, 249 Ill. App. 539 (4th Dist. 1928). 

46 Baker v. Jacobson, 183 Ill. 171, 55 N.E. 724 (1899); Spillane v. Yarnalowicz, 252 
Mass, 168, 147 N.E. 571 (1925). 
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that the investment is frozen for a lengthy period has caused much hardship, 
and in some cases otherwise solvent lending institutions have been forced 
into receivership. This is an intangible cost—immeasurable and in many 
cases irreparably damaging. 

While measurable, the tangible costs also can be irreparably damaging. 
In a recent statement Horace Russell has said, “Foreclosure costs involving 
cash outlay vary from about $300 in states having economical foreclosure 
laws to about $1,000 in some states having expensive foreclosure laws. The 
burden of these expensive and time-consuming laws falls primarily on home- 
owner-borrowers and, therefore, these laws ought to be improved in many 
states,” 47 

A run-down of representative costs of the customary type of fore- 
closure in the various states, together with the average total period of time 
required to foreclose, is found infra pp. 450-51. Although based on the 
several surveys noted and additional research, the tabulation of costs and 
the total length of time involved are listed simply as a matter of relative 
comparison and are not to be taken as exhaustive, authoritative, or as fitting 
any given case or set of facts. In certain states the information may well 
vary due to optional methods of foreclosure, redemption periods, and the 
use of salaried attorneys. In general, the costs have been based on an unpaid 
loan balance of $10,000, and attorney’s fees have been included. In the case 
of time required, the period is measured from the time action is initiated 
to enforce the obligation to the time of final determination, including 
statutory periods of redemption where applicable. 

Both costs and time involved can be reduced by expert planning, 
efficient execution, and a full knowledge of all methods of foreclosure per- 
mitted in the jurisdiction, as well as by awareness of the numerous short- 
cuts that are possible in the conduct of the proceedings. For example, much 
time and money could be saved in Illinois if all counselors were aware that 
one section of the state statutes provides that reference of a foreclosure 
case to a master in chancery is quite unnecessary (1) if the suit is uncon- 
tested, and (2) if “matters of complicated account where the items of 
account are disputed” are not involved.*® Some courts, simply as a matter 
of routine, refer all foreclosure cases to a master, and only when the specific 
section of the law is pointed out will they see fit to dispense with the need- 
less expense of reference to a master. It is probably true that the majority 
of such suits may be decided “in open court” as provided by the same sec- 
tion of the law, and a savings effected to the mortgagor (and quite possibly 
to the mortgagee) of perhaps $150 in master’s fees and costs. 


Deficiency Judgment 
The deficiency judgment is one of the rareties in the laws of fore- 


47 RUSSELL, SAVINGS AND LoAN AsSOCIATIONS 21 (1956). 
48 Tui. Rev. Stat. c. 95, § 22b (1957). 
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closure that seem to favor the lender rather than the borrower. The ap- 
parent favoritism becomes more understandable, however, in light of a 
recent comment by George C. Hoffman, writing in a 1957 issue of the 
Illinois Bar Journal: “[{T]he general experience [has been] that deficiency 
judgments are seldom of any value.” 4° 

A statement of similar tenor is that of Peter Guiliani, counsel for the 
National Life Insurance Company: “The pursuit of deficiency judgments 
has become subjected to so many legal harrassments that it is more like 
chasing a will-o-the-wisp than anything like sound practice. Except in the 
case of special and over-riding considerations, forget deficiency judg- 
ments,” 5° 

However, the theory of an advantage remains, and we will explore the 
mechanics of reducing a deficiency to judgment. 

The sale price at the foreclosure sale is regarded as payment of the 
mortgage debt to that extent. For example, if the foreclosure decree finds 
that there is $10,000 in principal, interest, and costs due to the mortgagee 
under the mortgage, but the property is auctioned for only $9,000, the 
mortgage debt is reduced by $9,000, leaving a deficiency of $1,000 still due 
and unpaid. Since the mortgagor either in the note or mortgage has given 
his personal covenant to pay the debt, the mortgagee may at the same or a 
later time secure a personal judgment for the deficiency against the mort- 
gagor. In the majority of states (including Illinois), the personal judgment 
or decree is not entered until after the foreclosure sale has been held, at 
which time the exact amount of the deficiency is determined. 

In other states, Iowa, Minnesota, Kansas, and South Carolina, for ex- 
ample, the foreclosure decree or judgment is in itself a personal judgment 
against the mortgagor for the entire mortgage debt. When the foreclosure 
sale is held, the judgment automatically is reduced by the amount of the 
sale price, but remains a valid personal judgment to the extent of the de- 
ficiency. The same result is reached in either case. 

During the early thirties when the depression was at its height, there 
was much criticism of the deficiency judgment. As pointed out, the mort- 
gagee’s control of the bid price at the sale was almost complete, meaning 
that almost the entire amount of the debt could be taken in the form of a 
deficiency judgment. Legislation resulted in many states (Arizona, Cali- 
fornia, Idaho, Louisiana, New York, North Carolina, Oklahoma, and Penn- 
sylvania, for example) providing that the deficiency must be limited to the 
difference between the mortgage debt and the “fair market value,” the “true 
value” or other such terms, as determined by designated appraisers. This 


49 Hoffman, Recent Legislation of Interest to Lawyers in General Practice, 46 It. 
B. J. 20, 28 (1957). 

50 Guiliani, Some Legal Considerations, 61 U.S. Investor 846, 848 (1950). 

51Johnson v. Zahn, 380 Ill. 320, 44 N.E.2d 15 (1942). 





Fatt] FORECLOSURE OF THE SECURITY INTEREST 439 


may or may not be the price paid at the foreclosure sale. In Illinois, as in 
most states, the deficiency is measured from the sale price. 

In Nebraska and South Dakota, deficiency judgments have been 
abolished, except in rare cases, and they were outlawed in North Dakota 
until 1951.5? In California, Montana, and North Carolina, deficiency judg- 
ments have been abolished on purchase money mortgages. In New Jersey 
there is no redemption after foreclosure sale, but if the mortgagee obtains a 
deficiency decree, the property may be redeemed within six months after 
entry of the deficiency decree. In practice, this eliminates the taking of 
judgment in nearly all cases. 

In fact, in several states, Tennessee for one, the right to deficiency 
judgment is seldom exercised, and many attorneys in Illinois have abandoned 
the practice except under extraordinary circumstances. 


OTHER CONSIDERATIONS 


Deeds in Lieu of Foreclosure 


Because foreclosure may be costly in both money and time, the mort- 
gagee and the mortgagor oftentimes enter into a voluntary arrangement to 
avoid the necessity of foreclosure and the attending expense.®* By agree- 
ment, the mortgagor “sells” the land to the mortgagee for a small con- 
sideration, and in return the mortgagee agrees to cancel the mortgage debt. 
A deed is given, and the notes and mortgage are cancelled. This is called 
a deed in lieu of foreclosure, and in Illinois the entire transaction can be 
completed within 90 days and for a total cost of $50. 

While such sales ordinarily are held valid, the circumstances are scru- 
tinized carefully by the courts for evidence of fraud, undue influence, or 
oppression on the part of the mortgagee. In view of this attitude of the 
courts, the mortgagee ordinarily takes the precautions of making a complete 
title check of the land, entering into a written contract which indicates that 
the mortgagor initiated the proposal, and in refraining from entry into 
contemporaneous agreements for resale or reconveyance of the land to the 
mortgagor. 

Soldiers’ and Sailors Civil Relief Act 


The Soldiers’ and Sailors’ Civil Relief Act of 1940, as amended,® is one 


52 Nes. Rev. Stat. § 25-2140 (1943); S.D. Cope § 39.0308 (1952); N.D. Laws 1951, 
H.B. 541, amending § 32-1904, 1906, 1907. 

53 Harris, op. cit. supra note 40, at 82. The HOLC obtained a voluntary transfer 
of title in 18% of all its property acquisitions; in New Jersey nearly one-half were 
settled in this way, and in New York about one-fourth. Other states ran as low as 2%. 

54 Peugh v. Davis, 96 U.S. 332 (1877); Carter Oil Co. v. Durbin, 376 Ill. 398, 34 
N.E.2d 407 (1941); Williams v. Church, 200 Okla. 646, 198 P.2d 995 (1948); Gould v. 
McKillip, 55 Wyo. 251, 99 P.2d 67 (1940). See also Annot., 129 A.L.R. 1435, 1473, 
1495 (1940). 

55 50 U.S.C.A. Appendix §§ 510-590 (1951). 
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of the few incursions by the federal government into the foreclosure field, 
which generally is recognized to be the province of the states. By virtue of 
this act a mortgagor who is inducted into the armed services is entitled to 
certain leniency in the event of foreclosure proceedings, provided his breach 
of the condition can be traced materially to his military service. Where a 
default is made before induction, for example, most courts will refuse 
leniency. 

The act empowers the court in which such proceedings are brought to 
stay or postpone foreclosure, and to arrange for agreements which provide 
for reduced payments for a period during which such military service may 
put the mortgagor in a position of hardship. Another section provides that 
where the mortgagor is in military service, the mortgage cannot be fore- 
closed by exercise of a power of sale unless the mortgagee has first obtained 
a specific court order to do so. If such a power is exercised without such 
approval, the sale and foreclosure are void. 

The act was not designed as an “escape hatch” for mortgagors, but as 
a device to protect the serviceman whose rights genuinely are prejudiced be- 
cause his service has made it impossible for him to meet his obligations or 
to appear and defend his rights when they are attacked. The courts gen- 
erally have recognized that the act, not being a moratorium, does not give 
a serviceman complete immunity from his responsibilities, and if it is shown 
that he is able to pay, he may not avoid his contract obligation merely by 
pleading the act and military service.*® 

On the other hand, the act undoubtedly complicates the situation from 
the standpoint of the lender. It is necessary on every defaulted mortgage to 
determine whether any interested party is in the service, affidavits must be 
filed, and if such person is found, the burden is placed upon the mortgagee 
in establishing that the mortgagor is able to pay. When it is realized that 
the facts necessary in making such proof are especially within the control 
of the mortgagor and are not readily available to the mortgagee, the import 
of this facet of the law becomes apparent. 

If a serviceman can easily be located and the facts ascertained through 
personal contact, the mortgagee is faced with no serious problem, but when 
a party known to have an interest cannot be located, and it cannot be certi- 
fied that he is mot in military service, the problem becomes more difficult. 
Similar complications arise where it is known that there may be equitable 
interests outstanding that do not appear of record. Here the mortgagee may 
be forced to go to great lengths both to ferret out possible equitable owners 
and to determine their military status.5? 


56 Ninth Fed. Sav. & Loan Ass’n v. Parkway West Corp., 48 N.Y.S.2d 760 (1943). 

57 Twitchell v. Home Owners’ Loan Corp., 59 Ariz. 22, 122 P.2d 210 (1942). Contra, 
Godwin v. Gerling, 362 Mo. 19, 239 S.W.2d 352 (1951); see also Annot., Soldiers’ & 
Sailors’ Civil Relief Act of 1940, as amended, as Affecting Foreclosure of Mortgages 
and Trust Deeds, 40 A.L.R.2d 1262 (1955). 
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In states which allow a period of statutory redemption following fore- 
closure sale, the situation is further complicated because the time of military 
service is not counted in computing the period. Such provisions are highly 
effective in tying up foreclosed real estate indefinitely.*8 

The importance of compliance with the act is confined not merely to 
assuring the validity of a foreclosure; it becomes even more evident when 
one reads the criminal section of the act, which provides for imprisonment 
of violators up to one year and a fine of up to $1,000, or both.*® 


Federal Liens and Insolvent Borrowers 


Space permits only a brief mention of some of the foreclosure problems 
with respect to federal liens or federal priority for payment, but reference 
may be made to several excellent studies on the subject.®° 

Whether the mortgagee finds that the federal government holds a lien 
prior to the mortgage or one junior thereto, the existence of a government 
lien complicates foreclosure procedure. Such liens cannot be wiped out by 
judicial foreclosure unless the government is made a party, nor in any case 
wiped out by a power of sale foreclosure. 

The requirements for making the government a party to the foreclosure 
are relatively simple: service of the summons and complaint is made either 
personally or by registered mail on the United States Attorney for the dis- 
trict in which the action is brought, and the government is given sixty days 
in which to answer. 

This is in accordance with the Judiciary and Judicial Procedure statute, 
which expressly authorizes suit against the United States to quiet title and 
to foreclose a mortgage upon property on which it holds a revenue lien.* 

In states such as Illinois, a minimum of difficulty is presented in dealing 
with a federal lien, since it is customary to examine the title and to foreclose 
by court action, joining in the suit all parties having an interest. However, 
in states where exercise of the power of sale is customarily used, it appears 
that such a sale will not destroy a federal lien and that it can be destroyed 
only by a judicial sale. In the latter states, a thorough search of the records 
before foreclosure to disclose possible federal liens is not only desirable but 
imperative. 

Where the federal lien is superior to the mortgage, the property may 
be sold subject to the lien, or if the government is made a party, the prop- 
erty may be sold free of the lien and the proceeds divided as the parties are 


58 Illinois Nat’l Bank v. Gwinn, 390 Ill. 345, 61 N.E.2d 249 (1945). 

5950 U.S.C.A. Appendix § 530 (1951). 

60 RussELL, SAVINGS AND LoAN AssociATIONs c. 23, at 311 (“Federal Liens and Fore- 
closures”) (1956); c. 24, at 316 (“Priority of Federal Claims Against Insolvent Debtors”) ; 
see also Wentworth, If There Is a Federal Revenue Lien, What Will Your Client 
Have?, The Guarantor, Lawyers Supplement, Oct. 1956, p. 1. 

61 28 U.S.C. § 2410 (1952). 
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entitled. Where the federal lien is junior, the property may be sold with a 
one-year right of redemption in the government or, if a request is made to 
the proper officer and he finds that the property is insufficient to satisfy the 
federal lien, he may issue a certificate of release.*? Although the one-year 
federal redemption right has been on the books for many decades, there is 
no known case of the exercise of such right. Yet the right operates as an 
effective cloud on the title in some states for an unconscionably long period. 
To correct this matter, the American Bar Association has approved the 
draft of a bill, prepared by Horace Russell, calling for the elimination of the 
federal redemption right where the United States has a junior lien, and for 
the placing of power of sale and other nonjudicial foreclosures on the same 
basis as judicial proceedings." 

Relative to the problem of insolvent debtors, there have been few cases 
in which the federal government has attempted to defeat the priority of a 
mortgage under the provisions of the Money and Finance statute.®* In an 
early case, the Supreme Court declared: 


“.... The United States are to be satisfied first; but then, it must be 
out of the debtor’s estate. If, therefore, before the right of preference 
has accrued to the United States [i.e., before the debtor has become 
insolvent], the debtor has made a bona fide conveyance of his estate to a 
third person, or has mortgaged the same to secure a debt . . . the prop- 
erty is divested out of the debtor, and cannot be made liable to the 
United States.” ® 


The scarcity of cases in this area leads to the conclusion that the point is 
well settled, and that the rights in mortgaged property which pass to the 
mortgagee can no longer be considered a part of the “estate” of the mort- 
gagor. Therefore, a mortgage taken after the indebtedness to the govern- 
ment has arisen but before the debtor has become insolvent would prevail 
over the federal claim for prior payment under section 191. If the debtor 
is insolvent at the time the mortgage was made, however, the mortgagee is 
faced with a well-nigh insurmountable problem, because under the section 
cited the priority of the government arises at the time insolvency occurs. 


The Open-End Mortgage °° 


Although he does not face such a problem in the majority of states, the 
mortgagee in Illinois, Michigan, Ohio, and Pennsylvania who has made ad- 


82 Ibid. 

63 81 A.B.A. Rep. 188-89 (1956). 

64 31 U.S.C. § 191 (1952). 

6> Thelusson v. Smith, 15 U.S. (2 Wheat.) *396, *425 (1817). 

66 On the open-end mortgage generally, see Russell and Prather, The Flexible Mort- 
gage Contract, 1953 Lecat Butt. 78-111 (published by the United States Savings and 
Loan League and available to attorneys upon request to the League, 221 North LaSalle 
Street, Chicago 1, Illinois). The study contains a state-by-state tabulation, with cita- 
tions, of open-end mortgage laws and practices. 
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vances to the mortgagor under the provisions of a future advance clause 
embedded in the mortgage may be confronted by a lien intervening in point 
of time between the date of the mortgage and the time of the additional 
advance. 

In these four states, it has been held that an optional advance of this 
nature made by the mortgagee operates in effect as a new mortgage, the lien 
of the advance being established as of the date of its disbursement, and not 
relating back to the time of the original mortgage’s recordation.®* 

Although open-end mortgages are perfectly valid in Illinois, it is ad- 
visable in all cases to make a further title search at the time the optional 
future advance is made. Although such advances made within eighteen 
months of the date on which the mortgage is recorded do relate back to the 
date of recording under a special provision of the law, an advance made 
after such period is an advance “as on a new mortgage, and will, therefore, 
be subordinated to intervening liens.” ® 

The majority rule may be stated thus: Although the lien of a mortgage 
does not operate to secure optional advances made under the mortgage after 
the mortgagee has acquired actual notice of an incumbrance subsequent 
in point of time to his mortgage so as to defeat or impair the rights of the 
subsequent incumbrancer, the mortgage does have priority over all liens 
subsequent to its execution and recording to the extent of advances made 
without actual notice.® Recordation does not constitute actual notice. This 
is now the established rule in thirty-four jurisdictions, and although de- 
cisions are incomplete or inconclusive, probably the rule in twelve others. 

It is important not to confuse the optional future advance (ordinarily 
termed an “open-end advance”) with either the obligatory advance or the 
advance made by the mortgagee to protect his security. In Illinois, as in all 
other states, it is unquestioned that the lien of the latter two types of future 
advance relates back to the date of the filing of the security instrument, and 
primes those liens which intervene. 


Where the Mortgaged Property Has Been Transferred 


Frequently the mortgagor will convey his interest in the mortgaged 
property to another without retiring or otherwise breaking the continuity 
of the mortgage. In brief, such transfer may be made in one of three ways: 


(1) by a contract or deed containing no reference to the mortgage; 

(2) by a deed reciting that the property is conveyed “subject” to 
the mortgage; or 

(3) by a deed or other agreement which provides that the con- 


87 Ibid. For especial reference to Illinois, see id. at 91-92. 

68 Tompkins v. Little Rock & Ft. S. Ry. Co., 15 Fed. 6 (E.D. Ark. 1882); Freutel 
v. Schmitz, 299 Ill. 320, 132 N.E. 534 (1921). 

69 As expressed in the California case of Oaks v. Weingartner, 105 Cal. App. 2d 
598, 234 P.2d 194 (1951). This often is referred to as the “California Rule.” 
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veyance is subject to the mortgage “which the buyer assumes and agrees 
to pay.” 


In the first example, the buyer of course may be ousted upon fore- 
closure, but ordinarily the mortgagee cannot recover deficiency judgment 
against such person. In the second example, the buyer has taken only subject 
to the lien, and while the property may be taken in foreclosure and applied 
to the debt, the buyer is not personally liable to the mortgagee (absent a 
special agreement with the mortgagee) and deficiency may not obtain 
against him.”° 

However, where the buyer has assumed the mortgage debt (as in 
example three) it is the almost universal rule that he becomes personally 
liable directly to the mortgagee, who may recover a deficiency judgment or 
decree by virtue of the agreement, even though he is not a party thereto, and 
has made no agreements, and has remained aloof from the sale and assump- 
tion.”! In the majority of states, including Illinois, the mortgagee’s right to 
enforce directly is based on the doctrine that a third person for whose bene- 
fit a contract is made may sue thereon.”? It appears, however, that the mort- 
gagee should indicate his ratification of the assumption in order to perfect 
his right. Bringing action to foreclosure, of course, is certainly the most 
graphic indication of the mortgagee’s ratification. 

The mortgagee’s right to proceed against an assuming buyer is not 
limited to the first such buyer. If there are succeeding sales in a chain of 
assumptions, it is the general rule that in a foreclosure action the mortgagee 
may join all of the asuming grantees, as well as the mortgagor, and obtain 
a deficiency judgment against them all. 

It should not be overlooked that even though the mortgagee has ac- 
cepted payments from the assuming buyer, he is not deprived of any rights 
or remedies he possesses against the mortgagor, nor is the latter relieved 
from primary liability for the mortgage debt.78 This is true, of course, only 
provided that the mortgagee has not expressly agreed to release the mort- 
gagor and to accept the buyer as his debtor in place of the original, or has 
acted in other ways to release the mortgagor. To protect his interests fully, 


7 Barkhausen v. Continental Ill. Nat’l Bank, 3 Ill.2d 254, 120 N.E.2d 649 (1954). 
“,... When a conveyance is made subject to a real-estate mortgage, it does not impose 
a personal obligation upon the grantee or a liability to pay off the incumbrance unless 
he expressly agrees to do so.” Fonda v. Miller, 411 Ill. 74, 83, 103 N.E.2d 98, 103 (1952). 

71 It appears that only in Massachusetts is the mortgagee unable either at law or 
equity, without the consent of the mortgagor, to maintain an action in his own name 
against the buyer upon the assumption agreement. Codman v. Deland, 231 Mass. 344, 
121 N.E. 14 (1918). 

72 Harts v. Emery, 184 Ill. 560, 56 N.E. 865 (1899); Lawrence v. Fox, 20 N.Y. 268 
(1859); Williston, Contracts for the Benefit of a Third Person, 15 Harv. L. Rev. 767 
(1902). 

73 Fish v. Glover, 154 Ill. 86, 39 N.E. 1081 (1894); Rogers v. Meyers, 68 Ill. 92 
(1873); Kinyon Inv. Co. v. Belmont State Bank, 69 Mont. 282, 221 Pac. 286 (1923). 
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the mortgagee will join all interested parties, the mortgagor as well as 
assuming buyers, in any suit to enforce payment of the mortgage debt. 


“Doing Business” ™ 


Out-of-state corporate mortgagees who cannot or prefer not to “qualify 
for doing business” in a particular state, are faced with extreme risk in 
making out-of-state investments because of their inability to maintain fore- 
closure suits in the particular state. Many states in recent years, however, 
have enacted remedial laws which permit limited qualification in the juris- 
diction by specified foreign mortgage investors, or specify that certain 
mortgage investments, together with any necessary action to enforce pay- 
ment, such as foreclosure, shall be excepted from the ambit of “doing 
business.” 

Illinois has a statute of the latter type,”® as well as Arizona, Arkansas, 
Florida, Idaho, Maryland, Michigan, Missouri, Nevada, New Mexico, North 
Carolina, Oklahoma, South Carolina, South Dakota, Tennessee, Texas, Utah, 
Washington, West Virginia and Wisconsin. The practice of not requiring 
“qualification” by out-of-state mortgage investors is observed in the states 
of Alabama, Arkansas, Georgia, New York, Oklahoma, and Pennsylvania. 


FORECLOSURE IN ILLINOIS 


In Illinois, listed as an intermediate state, the legal title as to all persons 
except the mortgagee remains in the mortgagor, and the mortgagee’s “title” 
represents a lien only on the land as security for the mortgage debt. Upon 
breach of the condition, the mortgagee is considered to have the legal title, 
and may bring his foreclosure action without giving the mortgagor in pos- 
session any notice to quit. In Illinois, the condition is broken when one or 
more installments on an installment debt are due and unpaid, and suit may 
be brought on the entirety. The mortgagee may proceed against the debtor 
personally on the note, or against the property, or concurrently. 

Since 1879 the method of foreclosure has been exclusively by judicial 
proceedings. Power of sale provisions are ineffective and both mortgages 
and trust deeds must be foreclosed in court and sale of the property ordered 
by decree. After filing of a complaint, all contested cases are referred to a 
master in chancery, who, after having proof of claim submitted, renders a 
report to the court. However, in uncomplicated and uncontested cases, the 
master may be eliminated. In these cases, no evidence is required in support 
of facts stated in a verified complaint, and judgment may be had on motion 
in open court supported by affidavit stating the amount outstanding. The 
decree of foreclosure is followed by public auction of the property. There 


7 See generally, AMERICAN BANKERS ASSOCIATION, RESTRICTIVE STATE Laws Osstruct 
A Heattuy Buitpine INpustry (1957). 


% Ixy. Rev. STAT. c. 32, § 212 (1957). 
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must be a decree approving both the sale and the deficiency if there is one. 
The purchaser receives a certificate of sale. An order may be entered ap- 
pointing a receiver or an order for the owner to pay rents during the re- 
demption period, depending upon the facts or specific agreement in the 
mortgage. When the statutory redemption period expires, the master 
executes a deed to the purchaser. 

Under common law, strict foreclosures have been permitted in rare 
cases,”® provided five stipulations are met: 


(1) the value of the property must be less than the mortgage debt, 

plus costs; 

(2) the mortgagor must be insolvent, 

(3) the mortgaged property must be accepted as full payment of the 

debt; 

(4) there must be no junior liens or incumbrances; and 

(5) no owner having any share of the title must be under any legal 

disability. 

Cumbersome, expensive, and time-consuming, the Illinois foreclosure 
laws remained until 1957 almost without change over a period of eighty- 
five years. This is not to say, however, that numerous efforts at improve- 
ment have not been made. Both the Illinois and the Chicago Bar Associa- 
tions have been especially active in urging reform. 

Numerous attempts in the early thirties and again in 1943 failed, except 
for a 1933 enactment which allowed corporate mortgagors to waive their 
rights of redemption. It was not until 1947 that the evidence of proof and 
practice provisions 77 were changed to provide that uncontested cases which 
were not “matters of complicated account” were to be held in open court, 
thus allowing elimination of the unnecessary cost of master in chancery 
hearings, as well as the cost of the transcript and testimony. In 1952, the 
Chicago Bar Association recommended that the fifteen-month redemption 
period be reduced to nine months, again without success. 

Better luck was had in 1957. House Bills 439, 440, and 441,78 made 
broad revision in the foreclosure laws, primarily in shortening the redemp- 
tion period and in eliminating deficiency judgments in some cases. While 
the new legislation is a substantial step toward improvement, it does not 
solve all problems or indeed go very far in meeting the need for compre- 
hensive revision. 

The four major provisions of the new law are as follows: 

(1) The statutory redemption period is shortened from fifteen to 
twelve months; formerly owners and other persons interested in the prop- 


76 Illinois Starch Co. v. Ottawa Hydraulic Co., 125 Ill. 237 (1888); Gorham v. 
Farson, 119 Ill. 425 (1887) (denied where amount owing is less than property value); 
Boyer v. Boyer, 89 Ill. 447 (1878) (denied where there are other creditors). 

7 Titi. Rev. Stat. c. 95, § 22b (1957). 
78 Ill. Laws 70th Gen. Ass. 1957 (effective July 1, 1957). 
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erty had a twelve-month period from date of foreclosure sale to redeem, 
and judgment creditors had an additional three-month period to redeem 
after the twelve-month period. Under the new law the periods are con- 
current during a three-month period, i.e., owners and persons interested 
may redeem during the first nine months, and, during the next three months 
both this class and judgment creditors may redeem, the total period now 
adding up to twelve instead of fifteen months. A redemption by the de- 
fendant, however, at any time terminates any future right of any creditor 
to redeem.”® 

(2) Corporate trustees of express trusts are permitted to waive redemp- 
tion where the trust agreement authorizes them to do so. Formerly only 
corporate mortgagors could waive right of redemption. Such waiver may 
be a part of the mortgage, but must be authorized by special provision in the 
trust instrument, or by parties having a power of direction. An effective 
waiver under this section will eliminate all right of redemption except that 
of judgment creditors and, as to this class, redemption rights will expire 
three months after date of sale. No waiver can be made on agricultural land 
or on four-family dwellings or less.®° 

(3) A mortgagee who is willing to give up his rights to a deficiency 
judgment is permitted to cut the redemption period down to six months 
after sale, even where redemption has not been waived by the owner, if the 
court finds that the value of the mortgaged property is less than ninety per 
cent of the debt (including delinquent taxes, assessments, and other liens, if 
any) at the time of foreclosure. The owner and persons interested in the 
property are given a three-month redemption period and judgment creditors 
a succeeding three-month period. Although the mortgagee waives his right 
to a deficiency judgment, it appears that the debt is not wiped out. It is 
possible that he still may sue the mortgagor for the amount of the deficiency, 
although a judgment for the deficiency may not be obtained in the fore- 
closure proceedings.§! This section should prove most helpful, especially 
in times of depression, when the value of many properties may be less than 
ninety per cent requirement. 

(4) Also permitted is a settlement made in court under which the 
property owner, after consenting to the elimination of a foreclosure sale, 
executes a conveyance of his entire interest in the property to the mortgagee 
and who acknowledges the same in full satisfaction of the debt. The court 
enters a decree immediately vesting the mortgagee with title, without 
necessity of a foreclosure sale, and at the same time precludes any personal 
recovery from the mortgagor by way of a deficiency judgment. There is 
no necessity of obtaining agreement from junior lien holders, their pro- 


79 Id. c. 77, § 18. 
807d. § 18b. 
81 Jd. § 18c. 
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tection lying in a three-month redemption period following the decree. The 
owner likewise during the same three-month period may redeem, although 
under this procedure a redemption would require payment of the entire 
amount of the debt.8? The latter procedure, akin to “strict foreclosure” 
procedures in several other states, is perhaps the most helpful. The legal 
technicalities set out earlier for strict foreclosure in Illinois can in the future 
be largely avoided by proceeding under this section. Indeed, some attorneys 
have expressed the belief that as a practical matter this section might not 
in the long run do away with deficiency decrees in I]linois.* 

It should be remembered, of course, that the new provisions may be 
largely inapplicable to most of the existing mortgages on the record. It is 
generally agreed that the law in force at the time a mortgage is executed 
must be followed at the time the mortgage is foreclosed and also the redemp- 
tion from sale procedure. This is true even though there has been a change 
in the law in the interim, because the remedy provided at the time the mort- 
gage is executed becomes a part of the contract of the parties.** 

In Illinois, as elsewhere, the right of redemption has been exercised only 
in a handful of instances, and the problem as to the mortgagee has been not 
with its exercise, but with the fact that its existence means that the security 
is tied up for a period which may approach two years. 

Due to such unconscionable periods of delay in obtaining possession of 
the premises, potential mortgage investors, many from out of the state, have 
been deterred by the uncertainties and risks of the long waiting period. Not 
only has management by receivers often been unsatisfactory, but in many 
instances changes in market conditions in the period have operated to re- 
duce the value of the mortgagee’s security, not to mention decreases result- 
ing in the interim from improper management. Although the recent curtail- 
ment of the total period from fifteen months to twelve is a step in the proper 
direction, as well as the possible alternative procedures, it can be seen that 
the situation has still much room for progress, and unfortunately progress 
in such matters is noted for having short legs. 

A glance at the Summary Chart, immediately following, reveals that 
the seventeen-month average period to consummate foreclosure in Illinois 
is the third longest of all the fifty jurisdictions. The state is in an even less 
enviable position when it comes to representative total costs: the $1,200 
listed as average is by far the highest in the nation. 


A REALISTIC, MODERN APPROACH 


It has been suggested by some that an across-the-board solution to the 
diversity problem in foreclosure laws might be accomplished by federal 


82 Jd. § 18d. 

83 Mann, A Review of Legislation, The Guarantor, Lawyers Supplement, Oct. 
1957, p. 1. 

843 Jones, Morrcaces, § 1694 (8th ed. 1928). 
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legislation on the subject.®5 While it is possible that the interstate commerce 
clause of the Constitution is broad enough to provide an adequate legal basis 
‘for such legislation, at least as to mortgages made for sale across state lines, 
this manner of solution would be only partly effective and would represent 
a further incursion by the federal government into the states’ rights field. 
Real property law, including that of mortgage and foreclosure, is rightfully 
and traditionally within the realm of the sovereign states and in the opinion 
of the writer should remain within that realm. 

No less an authority than President Eisenhower reiterated the principle 
as recently as January 23, 1957: 8° “Outmoded foreclosure laws, which add 
unnecessarily to the risks and costs of mortgage lending should be revised. 
... The states are urged to give their early attention to these matters.” It 
is notable that the President called for action by the states, rather than by 
the federal government. 

However, when the states delay or become lax in attending to certain 
matters, the federal government has demonstrated a tendency to step in. 
Some call this an intrusion of the federal camel’s nose into the state tent, 
and already the government has entered the arena of direction of real prop- 
erty interests largely through the avenue of mortgage credit control. It has 
entered into the housing field; special assistance has been conferred on in- 
solvent debtors, veterans, farmers, slum dwellers, and others. Lending in- 
stitutions can be controlled through charter issuance and regulation, builders 
can be required to meet certain standards. The next step logically could 
lead to control of foreclosure methods and procedures. The surest way to 
prevent complete entry of the camel into the tent is for the states to take 
the initiative and promptly make the improvements needed. 

Already it is possible to foreclose mortgages in the federal courts in- 
volving persons of diverse citizenship.*? Here the procedure is somewhat 
hybrid, although such courts traditionally have observed the substantive 
rights and laws of the state where the property is located. While redemption 
periods, where applicable, particularly are preserved, the federal courts have 
made much progress in simplifying other than substantive procedures. An 
established procedural format for foreclosure, if adopted by all the federal 
courts, could serve as a pilot light for improved foreclosure procedures in 
the various states. The procedure to be proposed herein, for example, might 
well be adaptable for use in the federal courts in such cases. 

It was pointed out earlier that in many states the mortgagee could elect 
one of several concurrent remedies. It is believed that a great degree of uni- 


85 AMERICAN BANKERS ASSOCIATION, Op. Cit. supra note 74, at 8. 

86 FcONOMIC REPORT OF THE PRESIDENT at 66 (1957). 

8728 U.S.C. § 1332 (1952), as amended, 28 U.S.C. § 1332 (Supp. IV 1957); Con- 
necticut Mut. Life Ins. Co. v. Crawford, 21 Fed. 281 (N.D. Ill. 1884); Fitch v. Creighton, 
65 U.S. 24 (1860); Mutual Life Ins. Co. v. Froehlich, 60 F. Supp. 902 (D.N.J. 1945); 
Allen-West Comm’n Co. v. Brashear, 176 Fed. 119 (E.D. Ark. 1910). 
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formity and improvement could be achieved if one remedy could be pro- 
vided in all states that would be in addition to the existing methods and pro- 
cedures, a streamlined, modern method that the mortgagee could proceed 
under if he so elects. A method that takes into consideration the problems 
of equity, at the same time reflecting the realities of fact and operation as 
demonstrated by experience. The superimposition of an additional remedy 
would seem to obviate the objections of those who wish to preserve the 
old procedures and leave undisturbed the existing potpourri of diversity, 
and at the same time would not detract from the existing favorable condition 
of the laws in the more lenient states. 

The four factors tending most to confuse the issue and which are 
primarily responsible for a major part of the delay, trouble, and burden- 
some expense in foreclosure proceedings are the following: 


(1) the statutory period of redemption; 

(2) the deficiency judgment; 

(3) the public sale; 

(4) the question of rents, profits, and possession until final resolvement. 


It is believed that the concern of legislators, administrators, the courts, 
and the public with these problems results from an incomplete knowledge 
of the practicalities of their application. The facts with respect to these 
matters, demonstrated by actual experience, show the following: 


(1) only 0.927 per cent, or less than one per cent, of properties 
foreclosed is ever redeemed; *° 

(2) only seven per cent of the dollar amount of deficiency judg- 
ments is ever realized; *® 

(3) in 99.3 per cent of “public” sales, the mortgagee is the buyer; 


88 Bridewell, The Effects of Defective Mortgage Laws on Home Financing, 5 Law 
& Contemp. Pros. 545, 558 n. 28 (1938): “A recent study of HOLC experience [made 
in 1938] shows that out of 22,000 properties foreclosed, only 204 or less than 1% were 
redeemed despite the substantial periods of redemption permitted in most cases.” This 
indicates that the chances are more than 99-1 that the foreclosed mortgagor will not 
redeem. The figure becomes even more insignificant when it is realized that numerous 
foreclosure suits instituted simply to clear title or settle family controversies do not 
enter into the HOLC figure quoted. 


89 Of the total dollar amount of deficiency judgments in the New York area 
($43,085,970), there was satisfaction in whole or in part to the extent of 6.8% ($2,938,020), 
according to a study of civil justice in New York made by the Institute of Law of 
Johns Hopkins University. See Carey, Brabner-Smith and Lansden, Studies in Fore- 
closures in Cook County: 1. Masters in Chancery, 27 Itt. L. Rev. 476, 595 (1933); 
Carey, Brabner-Smith and Sullivan, Studies in Foreclosure in Cook County: II. Fore- 
closure Methods and Redemption, 27 Iti. L. Rev. 612 (1933). A substantially similar 
figure is produced by HOLC experience through March 31, 1951, where deficiency 
judgments totalled $34,000,000 and total collections amounted to $2,600,000, or 7.6%. 
Harris, NATIONAL Bureau or Economic ResearcH, History AND Poticirs or THE HOLC 
86 (1951). 

In the State of New York, REPortT oF THE JoINT LEGISLATIVE COMMITTEE ON Mort- 
GAGE MorATORIUM AND DeFIcIENcy JuDGMENTS (N.Y. Leg. Doc. No. 58, 1938), it was 
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(4) “the greatest confusion is in [the rents, profits, and possession] 
field.” 
Rarely do facts and statistics speak so clearly. 


However, since America historically protects the minority—even that 
of one per cent and under—as well as the majority, the problem is to find a 
workable solution that will assure equity both to the ninety-nine per cent 
and to the one per cent, and both to the mortgagor and to the mortgagee. 

It is believed to have been amply demonstrated that the public welfare 
—including that of all borrowers and all lenders—is better served by realistic 
and economically-sound foreclosure laws. What is needed then is a simple, 
effective foreclosure method which will reduce the cost of foreclosure, the 
time involved, provide safeguards for the mortgagor and the mortgagee that 
truly safeguard, and eliminate those that do not. Taking into consideration 
the above statistics, therefore, and bearing firmly in mind that the method 
to be proposed is not a substitution but is an alternative and additional 
remedy, it is proposed that legislation be enacted which would: 


(1) limit the statutory redemption period to not more than six months; 
(This is a longer period than that offered by twenty-five states, is 
equal to that of five others, and is in excess of the national average 
of 5.7 months.) ; 

(2) eliminate deficiency judgments; 

(Of negligible value to the lender, they can be of incalculable 
damage to the borrower. Elimination already has been accomp- 
lished in Nebraska and South Dakota, partially so in California, 
Montana, and North Carolina, and in practice in New Jersey, 
Tennessee, and other states.) ; 

(3) eliminate the public sale; 

(A meaningless and costly show-piece to both borrower and 
lender.) ; 

(4) assure rents, profits, and possession to the mortgagor during the 
redemption period. 


The first two proposals are tied closely together. As to proposal (1), it 
has been said that “the major practical result of the right of redemption is, 
we believe, to eliminate unfair deficiencies,” ®* and to give the borrower an 
opportunity to avert possible bankruptcy. Inasmuch as proposal (2) would 


reported: “Everywhere throughout the state it appears that there is no open bidding on 
foreclosure sales. Out of 40,853 foreclosures reported, the mortgagee bid in the property 
in 40,570 cases.” 

1 Bridewell, supra note 88, at 561; see also Kratovit, Rea Estate Law 262 (1952): 
“Tt is not possible to lay down any general rule as to the rights of the parties to pos- 
session and rents of the premises during the redemption period.” 

92 ReporT TO THE Boarp oF GOVERNORS OF THE STATE Bar oF CALIFORNIA 263 (Pro- 
ceedings of Fifth Annual Meeting, 1932). 
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entirely eliminate the deficiency judgment, it would follow that a major 
reason for retention of the right of redemption vanishes. Nevertheless, and 
despite the fact that many scholars advocate complete abolition of redemp- 
tion,®* the proposal does not abolish it, but seeks simply to hold it within 
reasonable limits. When it is considered that for the nation the average 
period of redemption is 5.7 months, and that thirty states have periods of 
six months or less (including twenty-four that have none), it seems obvious 
enough that the proposed period of six months will meet the test of reason- 
ability. There is certainly no such privilege for the numerous purchasers 
of homes on conditional sales contracts. 

While the deficiency judgment is one of the few advantages bestowed 
upon the mortgagee, the statistics show clearly that the advantage is one of 
theory only,®* the seven per cent listed as salvaged being hardly worth the 
cost of carrying the total amounts on the books for a period of years and 
the cost and time involved in sporadic efforts at collection. Furthermore, it 
hardly can be an advantage to the mortgagee directly to drive the debtor 
into bankruptcy as the result of a large deficiency judgment; in such cases 
the loss may be all the mortgagee’s. 

Again, it should be remembered that under this proposal the mortgagee 
has elected to proceed without prospect of deficiency judgment. The pro- 
posal most certainly does not preclude the mortgagee from proceeding to 
foreclosure in the customary manner, where in most states his right to a 


%3 The statutory right of redemption “is the place where the policy of favoring 
the mortgage debtor has reached the point of diminishing returns. The right does not 
favor the borrower but rather hinders him in obtaining a loan adequate in relation to 
the amount of his security. When this is coupled with the extreme disadvantages to 
the mortgage lender, it is hard to find a rational basis for its continued existence in such 
a large number of states. Comment, Statutory Redemption: The Enemy of Home 
Financing, 28 Wasu. L. REv. AND StaTE B. J. 39 (1953). 

Id. 43: “....In order to redeem, the debtor must pay the entire debt in cash during 
the redemption period, which is usually impossible as there never would have been a fore- 
closure had he been able to meet the payments on the mortgage. If he could not meet 
the comparatively small payments, what chance will he have of paying the entire debt in 
one lump sum?” 

Bridewell, supra note 84, at 559: “The legal basis for home financing and mortgage 
lending in general would be greatly improved if these periods of redemption were en- 
tirely abolished in all states, or made as short as possible.” 

MacChesney and Leesman, The Mortgage Foreclosure Problem—Its Evolution in 
Reorganizations Under Bankruptcy Act Amendments, 23 A.B.A.J. 41, 47 (1937). 

% Supra notes 49, 50, 89; see also Parker, Federal Income Taxation of Banks—The 
Real Estate Depariment, 74 Banxine L. J. 594, 598 (1957): “.... [I]t is assumed, prob- 
ably correctly, by most of the rulings and by the commentators on this subject, that 
ordinarily where a mortgage is foreclosed the mortgagor is insolvent and pursuing a 
deficiency judgment against him would be a useless gesture.” See also Carey, Brabner- 
Smith, and Sullivan, supra note 89, at 612: “.... [DJeficiency judgments are practically 
worthless even against solvent debtors.” The Model Power of Sale Mortgage Fore- 
closure Act, 1940 HanpBook or COMMISSIONERS ON UNIFORM STATE Laws § 10, provides 
that foreclosure under its provisions will fully satisfy the mortgage debt, and that there 
can be no deficiency decree or judgment. 
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deficiency decree presumably is unaffected. Furthermore, by eliminating 
the deficiency judgment the problem of determining “fair market value,” 
“true value,” “fair value,” % “value,” or “appraised value” likewise is 
eliminated, 

The arguments in favor of proposal (3) abolishing the public “sale” 
are best presented in the words of a New York authority: 


“Public auction] of the mortgaged premises, was obviously designed 
to protect the debtor by insuring that he receive the true value of his 
equity. The theory behind this measure is based on actual competitive 
bids at the sale; but bidding at a foreclosure sale today is very rare. 
In the overwhelming majority of such cases, the referee and plaintiff’s 
attorney go through the complicated motions of an auction, with the 
net result a foregone conclusion: the acquisition of the title by the 
mortgagee. Foreclosure today is only a means whereby the mortgagee 
acquires title to the mortgaged property. 

“Since the action and sale by competitive bidding are the mainspring 
in the theory of the foreclosure action, all the subsidiary cogs and 
wheels of the law geared to mesh with this spring fail of performance 
and become meaningless and costly show-pieces. The elaborate pro- 
vision for the appointment of a referee to compute the amount due 
(which amount is already admitted to be due by the defendant’s failure 
to answer), the public advertising of a competitive sale which is com- 
petitive in name only, and the mock sale itself, all originally planned for 
the protection of the landowner, are now added burdens upon his back. 
For in the long run the burden of mortgage foreclosure cost is borne 
by the property owner and not by the money-lender.” 


“ 


Another authority states as follows: “.... [T|he judicial sale, far from 
serving its historical purpose... has... become an instrument of oppression 
which takes the mortgagor’s land and yet leaves him heavily indebted.” 7 

The reason that the mortgagee is almost invariably the highest and only 
bidder is the fact that he is forced to buy simply to salvage as much as he 
can of the money he has already disbursed. HOLC experience reveaied 
that the amount due at foreclosure on all of its foreclosed loans was eleven 
per cent greater than the amount originally loaned.°* As Horace Russell 
says, “In a depression period, the mortgagee will have to buy in practically 
all of the property to protect itself.” °° 


% “Fair value” as used in the statute, one court declared, meant only such a price 
as would not “shock the conscience” of the court, mere inadequacy of price not justify- 
ing a refusal to confirm the sale. Northwestern Loan & Trust Co. v. Bidinger, 226 Wis. 
239, 276 N.W. 645 (1937). 

% Fairchild, Foreclosure Methods and Costs: A Revaluation, 7 Brooktyn L. Rev. 
4-5 (1937). (Emphasis added.) 

7 Note, Mortgage Relief During the Depression, 47 Harv. L. Rev. 299, 305 (1933). 
98 Harris, op. cit. supra note 89. 
%9 RUSSELL, op. cit. supra note 47, at 34. 
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It is easy to see why other persons, exercising freedom of choice, have 
no wish to buy land at a sale which will be tied up for many months during 
the redemption period, and to which even at that time it is highly un- 
certain even at that time whether title to it will be obtained. The public 
auction is an auction in name only, since virtually the only person interested 
is the mortgagee himself. Public participation at such sales was one of the 
chief benefits that was expected to follow when foreclosure by judicial sale 
was first originated, but it is clear that long redemption statutes have elimi- 
nated the benefit. A person’s desire for a particular piece of property would 
have to be very strong indeed to cause him to bid for it, since he knows he 
is buying a mere expectation. 

Since one of the reasons justifying a public sale was to minimize large 
deficiency judgments against the mortgagor, the elimination of the de- 
ficiency judgment makes this argument meaningless. In a few rare instances 
where property values and market conditions would appear to work a de- 
cided inequity on the mortgagor, the proper remedy, of course, would be 
to enjoin the mortgagee from foreclosing under this method, or to require 
a sale in any event. 

While redemption periods of long duration may justify possession by 
the mortgagee of the premises, or of the rents and profits in order to ease 
the burden of having his investment tied up and unsalable, the fact of the 
matter is that twenty-one of the states (see Summary Chart) with redemp- 
tion periods award the possession during redemption to the mortgagor, and 
only four do not. Proposal (4) is simply confirmative of the majority rule 
in this respect, but would improve the situation by providing a redemption 
period of shorter and more reasonable length. While it is unconscionable 
that the mortgagor should occupy the premises for a long period on a rent- 
free basis while the mortgagee must bear the burden of taxes and other ex- 
penses, a short period with the prospect of a final determination appears 
justifiable. Since the corollary question of entitlement to rents and profits 
appears to be in continual flux—sometimes even in the same jurisdiction—to 
say nothing of the expenses of receivers where such are necessary, the pro- 
posal would appear to be of advantage if only to pin down the matter 
definitively. The mortgagee would be denied rights of possession, including 
any rents and profits, except in cases where the mortgagor has abandoned 
the property. This would be true notwithstanding any agreement or assign- 
ment of rents to the contrary. Again, it should be remembered that any 
mortgagee proceeding under the terms of the proposal has elected to do so 
with full knowledge of any apparent disadvantage that goes with the 
election. 

It will be noted that the proposals take two highly questionable ad- 
vantages away from the mortgagee: 


(1) the right to deficiency judgment; 
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(2) rights, if any, to rents, profits, and possession during the period of 
redemption. 


Likewise, the proposals take two highly questionable advantages away 
from the mortgagor: 


(1) the right to have a “public sale”; 
(2) a shortening (but only in nineteen states) of his time to redeem. 


In return for the taking away of almost nothing, the proposals give 
back to both mortgagor and mortgagee a full measure of benefit in the sav- 
ing of the time, the expense, the trouble and the uncertainty resulting from 
the outmoded, unrealistic, and uneconomic laws in many of the states. 

The next item to consider is the matter of final termination. It is clear, 
even viewing the situation through the welter of different foreclosure treat- 
ments and redemption periods provided by the various states, that at some 
one time, in all cases and in all states, the entire matter must be finally re- 
solved and terminated. It may be at the time the borrower defaults, it may 
be at the end of foreclosure proceedings, it may be a year or two years 
after the default or foreclosure sale, if a statutory redemption period has 
been provided. 

Granted, then, that the mortgagee’s effort to reduce his security to 
possession must inevitably succeed at some one time, it would appear proper 
to call the final step in the process by a term that is accurately descriptive. 
Since “foreclosure” has been defined as a “shutting out,” a bar to others, it 
is suggested that such term be foreclosure. 

In other words, the proper function of foreclosure is to foreclose. 

If redemption periods come after foreclosure, then “foreclosure” be- 
comes an inapt term. Admitting, as we have, the desirability of a reasonable 
redemption period, it would seem appropriate to place the redemption 
period not after, but before the final process, i.e., before “foreclosure.” The 
fact that redemption time is allowed is the important thing, and it certainly 
is more logical to place the time before the final termination date than after 
it. If it were after a final date, then the date would no longer be final—the 
dilemma is obvious. In this manner clean-cutness is assured. Corpus Juris 
gives support to this view: “[OJ]rdinarily a mortgage cannot be said to be 
foreclosed until the mortgagor’s equity of redemption has been cut off, or 
the last step provided for in the process has been taken.” 1°° The statement 
is as true of statutory redemption as it is of equitable redemption. 

The solution of placing the redemption period before the final termina- 
tion is not new: it has been the pattern in Indiana, Nebraska, Oklahoma, and 
Wisconsin for many years. It has the further advantage of reducing the 
total time required to foreclose by making the actual time spent in the pro- 
ceedings and the redemption period run concurrently. 


100 59 C.J.S., Mortgages § 517 (1949). 
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The American way suggests also that the services of a court should be 
required to review the facts, determine a default, the correct amount due, 
and to order either a cancellation of the mortgage on redemption, or order 
out title in the mortgagee. It is submitted that an equitable procedure would 
be for the mortgagee, following default, to file with the proper court a 
petition for foreclosure, together with a description of the debt, the cir- 
cumstances, and the property. This should be accompanied by his waiver 
of all right to a deficiency judgment, and his consent to the mortgagor’s 
continued occupancy for six months with the right to rents and profits. 
Service of notice then should be had upon the borrower and notice pub- 
lished that final foreclosure would take place at a date six months from the 
filing of the petition. During this period, answers, arguments, and defenses 
could be filed, and at any time the mortgagor could redeem. During the 
final three months of the period, judgment creditors, and lien holders junior 
in claim to the mortgage would be given the opportunity to redeem. At the 
foreclosure proceeding the court would review the case and issue a final 
order. If there has been no redemption, the mortgagee would receive an in- 
defeasible title. Total costs would amount to perhaps $150, and the entire 
matter at that point would be terminated. 

A draft of the proposal follows. It allows the mortgagee an election to 
realize more quickly on his security; it prescribes a cheap and simplified 
method of foreclosure; it affords substantial protection and redemption 


rights to the mortgagor; it affords an opportunity to junior claimants to 
protect their interests; and it represents a practical compromise of the inter- 
ests of the mortgagee and the mortgagor. 


ARTICLE “X”—ALTERNATE METHOD OF FORECLOSURE 
Enactment Clause (Section 1), Definitions (Section 2), Application of 
Act (Section 3), Severability, Repealer, Effective Date (Sections 8-10) 
inter alia, to be supplied. 


Section 4. In lieu of any and all other remedies, legal or equitable, that 
under the law of this state may be available to a mortgagee in recovering on 
the mortgage indebtedness or real property security therefor, a mortgagee, 
upon breach of condition by a mortgagor, may elect to proceed in accord- 
ance with the terms of this Article. Procedure shall be in the following 
manner: 


(a) A Petition for Foreclosure under Article X, accompanied by veri- 
fied copies of all mortgage loan documents, shall be filed with a court of 
competent jurisdiction, such petition to specify each of the following items: 
(1) the date and nature of the breach of condition; (2) the unpaid balance 
of the principal indebtedness as of the date of the breach of condition, in- 
cluding advances made by the mortgagee for the reasonable protection of 
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the security, less credits to the date of such filing accruing to the benefit of 


_ the mortgagor; (3) the amount of any accrued but unpaid interest com- 


puted to the date of said breach; (4) an amount of interest computed 
(a) at the last rate specified in the loan documents for payment before 
breach of condition, (b) for a six-month period commencing on the date 
of said breach of condition, and (c) on the unpaid principal balance com- 
puted in accordance with item (2) above; (5) an itemization and total of 
costs which have been incurred and which are reasonably estimated to be 
incurred during the ensuing six months as a direct result of the bringing of 
the foreclosure proceedings, such costs to include reasonable attorneys’ fees; 
(6) a dollar amount representing the total of items (2), (3), (4), and (5) of 
this subsection; (7) an assurance to the court (a) that the mortgagee shall 
be bound to accept any payment of the total amount specified in item (6), 
less prorations as later in this Article provided, as a complete and final dis- 
charge of said indebtedness and the mortgage securing such indebtedness, 
and (b) that, in event the said total amount is not tendered to the court as 
herein provided on or prior to a date six months from the date of filing of 
said Petition, said mortgagee shall be bound to accept the final judgment or 
decree of the court as provided for herein as a complete and final discharge 
of said indebtedness and the mortgage securing such indebtedness, including 
the extinguishment of any right the mortgagee might otherwise have to 
secure judgment or decree for deficiency, if any, between any value the 
mortgaged property might have and the total amount specified in item (6) 
above. 

(b) If the mortgagor shall be in possession, the mortgagee shall, at the 
same time the Petition is filed, and notwithstanding any agreement to the 
contrary, file his consent that the mortgagor may remain in possession of the 
mortgaged property and be entitled to all rents, issues, and profits therefrom 
for a six months’ period commencing with the date of filing of said Petition. 

(c) Within one month from the date of filing said Petition, an Affidavit 
of Service shall be filed by the mortgagee with the court verifying that 
(1) notice of the filing of said Petition has been published at least once a 
week for three successive weeks in a newspaper of general circulation in 
the county in which the property is situated; (2) notice has been posted 
for a period of not less than three weeks in a conspicuous location on each 
noncontiguous parcel of the mortgaged property (and entry upon said 
properties for the purpose of such posting shall be privileged); (3) delivery 
has been made, or an attempt at delivery made, of a copy of such notice to 
an occupant of the property, if there is such an occupant at the time of 
such filing; (4) such notice has been sent within one week subsequent to 
the filing of said Petition by registered mail to the mortgagor at the last 
known address; (5) such notice in all cases has specified (a) the names of 
the original mortgagor and mortgagee and of each successive record owner 
of the mortgage, (b) the date and place of record of the mortgage, (c) a 
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description of the mortgaged property, (d) a statement of the total amount 
specified in item (6) of Section 4(a), and (e) the amount of unpaid taxes, 
assessments and liens, if any, prior to the lien of the mortgage to be fore- 
closed. 


Section §. (a) Following the filing of the Affidavit of Service provided for 
in Section 4(c) and prior to the expiration of a six-month period commenc- 
ing with the date of filing of said Petition, the mortgagor shall have the 
right to submit defenses to the proceedings. At any time subsequent to the 
filing of said Affidavit, the mortgagor shall have the right to redeem the 
mortgaged property by paying into the court for the account of the mort- 
gagee the total amount specified in item (6) of Section 4(a), such amount, 
however, to be adjusted by a proration by the court of the interest and costs 
provided for in items (4) and (5) of Section 4(a) for the period commenc- 
ing with the date of breach of condition until the date of payment into 
court; (b) If there has been one or more prior redemption as provided in 
Section 6, the mortgagor shall in addition to the amount described in sub- 
section (a) pay into court an amount required to liquidate fully the claims 
of all such prior redemptioners, provided that in event of any dispute as to 
such amount, application shall be made to the court for determination. 


Section 6. Provided the mortgagor has not made a redemption as provided 
in Section 5, any judgment creditor or lien holder junior in claim to the 
mortgage may, at any time during the final three months of the said six- 
month period, redeem said property by paying into court for the account 
of the mortgagee the total amount specified in item (6) of Section 4(a), 
less prorations made in the manner provided in Section 5(a). If there is 
more than one such creditor or lien holder, each may redeem successively 
from a preceding redemptioner upon paying into court an additional amount 
required to liquidate fully the claims of all such prior redemptioners, pro- 
vided that in event of any dispute as to such amount application shall be 
made to the court for determination. Each redemptioner, upon payment of 
the amounts required in this section, shall thereupon become subrogated to 
all the rights, privileges and limitations of the mortgagee under this act, 
and to the rights, privileges and limitations of any preceding redemptioners, 
and shall then intervene in the foreclosure proceedings and proceed under 
this Article to final decree or judgment as provided in Section 7. 


Section 7. If redemption shall not have been made by the mortgagor in 
accordance with Section 5, then at the expiration of the six-month period 
commencing with the date of filing said Petition, the court shall hear in 
open court all parties in interest which shall have been served with notice 
as provided in this Article, and, if it finds that any defenses which may have 
been filed are without merit, it shall enter a judgment or decree that the 
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mortgage and the debt it secures are in every way extinguished, that all 
obligations held by any subrogee of the mortgagee are extinguished, that 


- no deficiency judgment or other decree shall thereafter be obtained on any 


such debt or obligation, that from that day forward the mortgagee or his 
subrogee, as the case may be, shall be the legal and equitable owner of the 
said real estate, with right to immediate possession ex parte and without 
further notice, and that the mortgagor and all other persons with claims 
junior to said foreclosed mortgage shall be forever barred from further 
asserting any interest or claim in and to said real estate. The decree or judg- 
ment shall be conclusive evidence of a valid foreclosure, and as of the date 
of its entry all rights of any and all parties to redemption shall be ex- 
tinguished. No sale of said real estate shall be held, and no deed to the 
mortgagee shall be necessary. The said judgment or decree of the court 
shall in itself pass title, and such may be recorded in the records as a deed; 
provided, that the court may authorize an officer of the court to issue to the 
mortgagee or his subrogee, as the case may be, a certificate of title as evi- 
dence of such judgment or decree, and such also may be recorded as a deed. 
The title so adjudicated and passed to the mortgagee or his subrogee, as the 
case may be, shall be the title securing the mortgage indebtedness, subject 
only to liens or claims which were prior to the mortgage title and shall not 
be subject to any lien or claim junior to the mortgage. 
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Notes 


THE STATUTE OF LIMITATIONS AS 
A DEFENSE TO FORECLOSURE IN 
ILLINOIS 


Mortgage v. Merchantability 


On October 25, 1863, Rich executed a purchase money mortgage to 
Smith in the amount of $350.00, payable in four years. By 1867, $300.00 of 
the principal and current interest had been paid. No discharge appears of 
record, and no mention is made of the mortgage in later deeds or en- 
cumbrances. In 1955, the Supreme Judicial Court of Massachusetts held 
that a decree authorizing registration of the title should provide that the 
land was subject to the mortgage.! 

Mortgages unreleased of record constitute a real impediment to the 
merchantability of land titles. The prospective purchaser or encumbrancer 
is often unable to determine satisfactorily whether ancient mortgages have 
actually been paid and are only unreleased of record, whether the mort- 
gage has been merged in the fee or barred by statute, or whether a valid 
subsisting lien exists. If any substantial risk is involved, the land is effectively 
removed from commerce. Land titles must not be clogged by these stale 
claims, but the encumbrancer is entitled to protection for his investment. 
This Note will investigate the compromise evolved by courts and legis- 
latures to protect credit transactions just short of the point where they 
impair effective utilization of land. 

At common law the passage of twenty years raised the presumption 
that a debt had been paid, unless the debtor during that period had done 
some act to recognize its existence.? This rule was extended to mortgages 
when the mortgagor had remained in possession of the land over that time,® 
but has been largely displaced by statutes of limitation, which destroy a 
mortgagee’s remedy after a given lapse of time.* The common-law pre- 
sumption was unique in that, the period having expired, the mortgagor 
might be able to invoke the aid of equity in a quiet title suit to remove the 
recorded mortgage as a cloud on title. If the statute of limitations were in- 
volved, the seeker of equity would be compelled to do equity and tender 


1 Marshall v. Francis, 332 Mass. 282, 124 N.E.2d 803 (1955). 
29 Wicmore, Eviwence § 2517 (3d ed. 1940). 


31 GLenn, Mortecaces § 56 (1943); Osporne, Mortcaces § 297 (1951). But see 
Locke v. Caldwell, 91 Ill. 417 (1879). 


*See Annot., 164 A.L.R. 1387 (1946). 
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the debt; but where the debt is presumed to be paid, tender would seem 
unnecessary as a prerequisite to equitable intervention.® 


Remedies 


The statute of limitations, then, is useful chiefly as a defense to an 
action by the mortgagee. The mortgagee of Illinois land has three concur- 
rent remedies after default, but of course he is entitled to only one satis- 
faction of the debt or obligation. First, he may sue at law on the debt, 
ignoring the security. He may also maintain ejectment to secure possession 
until the debt is paid.® But the usual remedy sought is foreclosure, and IlIli- 
nois affords four derivatives of this action, depending upon the circum- 
stances. If the mortgage was executed between July 1, 1917 and June 30, 
1921, the normal foreclosure proceeding is regulated by a special statute,’ 
regardless of the time when foreclosure is sought. For mortgages executed 
before or after that period three remedies exist. The most common type 
of foreclosure is by action in chancery.® In addition, the Mortgages Act 
provides for foreclosure by scire facias,® a comparatively simple remedy 
which is available only on certain conditions.!° Illinois courts also permit 
a strict foreclosure, from which the mortgagor is allowed no redemption, 
but this harsh remedy is restricted to special circumstances.1! In earlier 
times the mortgagee’s arsenal included foreclosure by a power of sale clause 
in the security instrument itself, but the use of this device to evade a court- 
supervised sale has been expressly forbidden since 1879.12 The Conference 


5 See 1 Gienn, Morteaces § 56.1 (1943). But most states fail to distinguish between 
the presumption of payment and the statute of limitations on this point, so the 
mortgagor must generally tender the debt plus interest for relief quia timet. See 
Annot., 164 A.L.R. 1387, 1390 (1946). 

6 Miller v. Frederick’s Brewing Co., 405 Ill. 591, 92 N.E.2d 108 (1950). This 
remedy is not suitable to confirm title in the mortgagee, but only to give him 
possession of the land until the debt is satisfied. See also note 55 infra. 

7™The statute differs from normal procedure in that it permits no foreclosure 
sale until the period for redemption has lapsed. It operated prospectively from its 
enactment in 1917. See Itt. Rev. Stat. c. 77, § 28 (Hurd 1917). The repealing act of 
1921 specifically made the provisions of the 1917 statute applicable to mortgages exe- 
cuted before the effective date of the repealing act. See Ill. Sess. Laws 1921, at 503. 
See also 2 Reeve, Law or MortcGAceEs AND ForECLosSuRES IN ILLINOIS § 803 (1932). 

8 See Watsu, Morteaces § 67 (1934). 

*Itt. Rev. Srat., c. 95, §§ 18-22a (1957). 

10In general, the action lies only for a mortgage to pay money, all of which is 
due, where the mortgage has been duly executed and recorded. See 2 REEVE, op. cit. 
supra note 7, § 791. 

11 Strict foreclosure may be granted where the mortgagor is insolvent and the 
security is not worth substantially more than the debt, if the mortgagee is willing to 
take the property in full satisfaction of the debt and there are no junior encumbrancers 
who would be interested in a sale. See Illinois Starch Co. v. Ottawa Hydraulic Co., 
125 Ill. 237, 17 N.E. 486 (1888); Fohrman v. Laird, 338 Ill. App. 393, 87 N.E.2d 235 
(1st Dist. 1949). See also Tefft, The Myth of Strict Foreclosure, 4 U. Cut. L. Rev. 575 
(1937). 

12See Int. Rev. Srart., c. 95, § 23 (1957). 
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of Commissioners of Uniform State Laws has suggested a statute author- 
izing restricted power of sale provisions,!* but our legislature has been un- 
willing to adopt the scheme,!* despite the obvious commercial desirability 
of cutting down costs of realizing the security in uncontested actions.'® 


Defenses 


Virtually every mortgage is intended to operate as security for a per- 
sonal obligation.1* Therefore, to the extent that the mortgagor has a de- 
fense to the obligation secured, he usually has a defense to foreclosure of 
the mortgage. But the fact that the mortgagee has an “interest” in property 
occasionally causes results contrary to what would be expected were just a 
debt involved. For instance, general theory distinguishes the effect of the 
statute of limitations on the debt and the security interest, as discussed 
later.!7 


Payment and Related Defenses 


If no contrary intention is expressed, payment of the indebtedness on 
the due date extinguishes the mortgage.1* If the mortgagee rejects a tender 
on law day, the mortgage is also discharged,!® although the debt itself need 
not be affected.2® Release of the mortgage also ends the lien.24_ Accord and 
satisfaction between the parties will also discharge the mortgage.?? The 
doctrine of merger (applicable when the mortgagee acquires the mort- 
gagor’s interest in the land) has been limited by equitable doctrines so that 
the mortgagee’s intention is the paramount factor,?* and merger will not 


18 Unirorm Morteace Act §§ 11-33 (Proposed 4th Draft 1924). See also Report 
of the Committee on a Uniform Real Estate Mortgage Act, 1927 HaNpBOOoK OF THE 
NaTIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM Strate Laws 654-718. This sug- 
gested legislation was later withdrawn by the Conference when no states adopted it. 
1943 HaNpBOoK OF THE NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE 
Laws 126. 

1471], Senate Bill 320, Art. V (1939). 

15See Bridewell, The Need for Foreclosure Reform in Illinois, 6 JouN MaRsHALL 
L.Q. 214 (1940). 

16 For those which are not, the “gift mortgages,’ 
text. 

17See RESTATEMENT, Contracts § 385(3), and comment f (1932); 4 AMERICAN 
Law oF Property § 16.161 (1952). But see note 61 infra, and related text. 

18 Fonda v. Miller, 411 Ill. 74, 103 N.E.2d 98 (1952); Markus v. Chicago Title & 
Trust Co., 373 Ill. 557, 27 N.E.2d 463 (1940). 

19 See 4 AMERICAN Law or Property § 16.161 (1952). 

20 [bid. 

21Long v. Burnside, 295 Ill. App. 82, 14 N.E.2d 660 (3d Dist. 1938). See also 
Int. Rev. Stat. c. 95, §§9-10 (1957) (form of release); id. § 11 (penalty for failure to 
execute release upon payment). 

22 First Trust Joint Stock Land Bank v. Worrell, 286 Ill. App. 440, 3 N.E.2d 889 
(2d Dist. 1936). ‘ 

23 Continental Ill. Nat] Bank & Trust Co. v. Cunningham, 291 Ill. App. 180, 9 N.E. 
2d 664 (1st Dist. 1937). 


bd 


see note 45 infra, and related 
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be readily inferred where the result would be disadvantageous to him.** 


Illegality 


Where the mortgage is given pursuant to an illegal contract the mort- 
gage itself is unenforceable.*> If the parties are in pari delicto, while the 
mortgagee may not foreclose, the mortgagor is hard put to get equitable 
relief to remove the cloud on his title.2* By statute in Illinois 27 a mortgage 
given in consideration of a gambling debt is “void and of no effect.” And 
where the interest stipulated is usurious, the interest is forfeited, but the 
obligation remains intact.?8 


Fraud, Duress, and Mistake 


With foreclosure in chancery, the defenses of fraud, duress, and mis- 
take have always been available.*® Even if the debt itself is unimpeachable, 
foreclosure of a mortgage obtained by these inequitable means may be 
subject to the defense.*®° 


Lack of, or Failure of, Consideration 


It is generally conceded that a prior debt is sufficient consideration for 
a mortgage,*! and a mortgage given to secure future advances by the mort- 
gagee is specifically protected by statute.*2 Where a mortgagor gives his 
mortgage to secure the debt of a third person, it is enforceable without a 
consideration running directly to the mortgagor.®? 
Failure of consideration may be raised to defend against a foreclosure.** 


241 REEVE, Op. cit. supra note 7, § 380. 
25 Scott v. Magloughlin, 133 Ill. 33, 24 N.E. 1030 (1890); Fitzgerald v. Forristal, 
48 Ill. 228 (1868) (mortgages to defeat creditors). See also 2 REEVE, op. cit. supra note 7, 
§ 615. 

261 Gienn, Morteaces § 46 (1943), indicates that he must first do equity by re- 
storing any value advanced by the mortgagee. 

27 Tit. Rev. Stat. c. 38, § 329 (1957). 

28 See id. c. 74, § 6. Corporate mortgagors, however, are exempted from usury 
laws. See id. c. 32, § 235. On the ability of a non-assuming grantee to raise the defense 
of usury, see Crawford v. Nimmons, 180 Ill. 143, 54 N.E. 209 (1899). 

29See Martina v. Muhlke, 186 Ill. 327, 57 N.E. 954 (1900); Melendy v. Keen, 89 IIl. 
395 (1878). 

30 See Osporne, Morteaces § 112 (1951). 

81 First Nat’l Bank v. Davis, 146 Ill. App. 462 (1st Dist. 1909). 

82 Under Ix. Rev. Srat. c. 30, § 37a (1957), the lien of such a mortgage prevails 
over all intervening liens, except mechanics’ liens, from the date of (registration or) 
recording, for all monies advanced within eighteen months of recording and all ad- 
vances the mortgagee was obligated to make at that time, at least so far as money was 
actually advanced by the mortgagee. See Davidson v. Iwanowski, 341 Ill. App. 152, 93 
N.E.2d 139 (1st Dist. 1950). 

83 See Thackaberry v. Johnson, 228 Ill. 149, 81 N.E. 828 (1907); Perry v. Miller, 
330 Mass. 261, 112 N.E.2d 805 (1953). But see Turner v. Porter, 264 Ill. App. 15 (1st 
Dist. 1931). 

34 See Doster v. Oulvey, 233 Ill. App. 468 (4th Dist. 1924). 














































cL RCE ists IR 


Sgt 





ESE 







een Acs Been eee 





Pr 







Sen PrE ERAN Hans peat 

















RNa ca ae, 


FPS Ew 





ee Sas 6s 


Rare 


PE es ASE 


SPR DERI HD Bie x pene eats 


sa ie 


SES ba eos 


Neat S 















































FAL] NOTES 473 


Occasionally a mortgage may be given in family settlements of prop- 
erty, so as to create a charge on land given to one child, or even to create 
a lien which the mortgagee child may use to secure a gratuitous promise. 
These so-called “gift mortgages” create a peculiar class of problems. His- 
torically, mortgage theory antedates the doctrine of consideration, and, since 
the mortgage (whether viewed as a transfer of a defeasible fee or as a lien) 
is an executed transaction, a jurisdiction which permits land to be trans- 
ferred by gift should allow the mortgagee’s interest to be created gra- 
tuitously, if this is so intended. Title-theory states generally find fewer 
theoretical objections.®® If the whole title is transferrable without con- 
sideration, there is no policy objection to giving a defeasible fee or a lien 
on the land. Lien states, however, are often required to overcome language 
in many cases which, in order to bring the lien doctrine in line with equi- 
table notions, have said that no lien arises except to the extent that a debt 
is secured, since the mortgage lien is only ancillary to a valid debt.2® Most 
of these decisions were not based upon cases where the parties intended to 
give the security interests gratuitously, and the language is therefore broader 
than the adjudicated facts. 

Illinois cases seem to sustain the gratuitous conveyance of the fee, al- 
though this position is not without serious doubt even at present.®? In the 
early case of Fitzgerald v. Forristal,38 the court refused to enjoin fore- 
closure of a gratuitous mortgage given to defeat the mortgagor’s creditors. 
There is language in Conerty v. Richtsteig ®® which would indicate that a 


35 See Perry v. Miller, supra note 33; 4 AMERICAN Law or Property § 16.67 (1952). 

36 F.g., Evans v. Berko, 408 Ill. 438, 97 N.E.2d 316 (1951); Freutel v. Schmitz, 299 
Ill. 320, 132 N.E. 534 (1921). Nevertheless, some lien states, given a clear showing 
that a gift mortgage was intended, have sustained the transaction. See, e.g., Goeth v. 
Gmelin, 256 Mich. 112, 239 N.W. 347 (1931), 31 Micu. L. Rev. 102 (1932). 

87 Later Illinois cases indicate that the owner of real property may give it away 
if he desires. Staude v. Heinlein, 414 Ill. 11, 23, 110 N.E.2d 228, 234 (1953); Byron v. 
Byron, 391 Ill. 256, 62 N.E.2d 790 (1945); Gregory v. Gregory, 323 Ill. 380, 154 N.E. 
149 (1926); Mees v. Steffey, 310 Ill. 161, 141 N.E. 419 (1923) (all of these cases in- 
volved “good” [blood] consideration); Matanic v. Krajach, 392 Ill. 547, 64 N.E.2d 885 
(1946) (neither good nor valuable consideration). Contra, Redmond v. Cass, 226 Ill. 
120, 80 N.E. 708 (1907); Catlin Coal Co. v. Lloyd, 180 Ill. 398 (1899). Commenting on 
these cases in 2 Int. L. Rev. 269 (1907), Professor Kales contended that what is now 
Itt. Rev. Strat. c. 30, § 1 (1957), permitted a statutory conveyance in the nature of the 
common-law feoffment, so that consideration was unnecessary. Cf. Witham v. Brooner, 
63 Ill. 344 (1872). Neither the Redmond nor Catlin cases have been overruled, however. 
If such a gratuitous transaction is operative inter partes, it is at least open to attack by 
creditors. See Mees v. Steffey, supra. And the courts are alert to any oppression or 
over-reaching to set aside the voluntary deed. E.g., Elsasser v. Miller, 383 Ill. 243, 49 
N.E.2d 21 (1943). Occasionally commentators find the court overzealous. See Hill v. 
Bowen, 8 Ill. 2d 527, 134 N.E.2d 769 (1956); 1956 U. IL. L. Forum 513. 

3848 Ill. 228 (1868). The case arose by way of injunction since the defense of 
lack of consideration is of no avail in foreclosure by scire facias. 
89 379 Ill. 360, 41 N.E.2d 476 (1942). 
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mortgage may be valid even where given without a note.4° The Court of 
Appeals for the Seventh Circuit, in pre-Erie *! days, ruled that a mortgage 
requires no consideration,*? but in that case the sealed mortgage recited 
consideration. The clear gift mortgage, then, has yet to make its first im- 
pression in Illinois. On principle, there is no reason to object to such a 
transaction. Where the mortgage was intended as security for a debt, the 
mortgage is of course invalid unless the debt secured is valid.4* There is 
ample justification in experience for a presumption that it was so intended.** 
If, however, this presumption is rebutted by a clear enough showing that 
the mortgagor intended the mortgage as a gift, many well-reasoned opinions 
in other jurisdictions have given it effect.** Subject to the usual rules to 
prevent fraud on creditors, and conceding the close scrutiny and construc- 
tion preferences desirable to protect the heir’s patrimony, it is submitted 
that the owner of land should be permitted to give away such an interest, 
and that there is no need for a rule of law to vitiate the mortgage intended 
as a gift. 
Lapse of Time 

For a successful defense on the doctrine of laches (for a period less 
than statutes of limitation), Illinois courts require a clear showing of in- 
equity arising from the delay as well as a relationship between the parties 
such that the dilatory party should have been aware of the other’s likely 
loss.#® 

It has been held that the provisions of section 94 of the Business Cor- 
poration Act,*? barring actions against corporations more than two years 
after dissolution, are no bar to foreclosure of a mortgage given by the 
corporation.*® 


40 But that case only holds that where the mortgage contains a covenant to pay 
the debt in accordance with later extension agreements, the mortgage and note are 
separate undertakings, so that an extension arranged by the mortgagor’s assuming 
grantee will release the mortgagor from his surety position, language in the covenant 
notwithstanding. 

41 Frie R.R. Co. v. Tompkins, 304 U.S. 64, 58 Sup. Ct. 817 (1938). 

#2 National City Bank v. Wagner, 216 F. 473 (7th Cir. 1914), cert. denied, [Rogers 
v. National City Bank] 235 U.S. 698, 35 Sup. Cr. 199 (1914). 

43 See, e.g., Freutel v. Schmitz, 299 Ill. 320, 132 N.E. 534 (1921); Burr v. Beckler, 
264 Ill. 230, 106 N.E. 206 (1914). 

44See Miller v. Mandel, 174 Ill. App. 166 (1st Dist. 1912), aff’d, 259 Ill. 314, 102 
N.E. 760 (1913). 

45 See, e.g., Goethe v. Gmelin, 256 Mich. 112, 239 N.W. 347 (1931), 31 Micu. L. 
Rev. 102 (1932); 1 Grenn, Mortcaces § 5.6 (1943); 4 AMERICAN LAw oF Property § 
16.67 (1952). Contra, Coon v. Shry, 209 Cal. 612, 289 Pac. 815 (1930). 

46 See Grant v. Springer, 330 Ill. 280, 161 N.E. 718 (1928). Cf. McMillen v. Mc- 
Millen, 84 Ill. App. 441 (3d Dist. 1899), aff'd, [McMillan v. McMillan] 184 Ill. 230, 
56 N.E. 302 (1900). But see Richey v. Sinclair, 167 Ill. 184, 47 N.E. 364 (1897); Wahl v. 
Zoelck, 77 Ill. App. 226 (1st Dist. 1897), aff’d, 178 Ill. 158, 52 N.E. 870 (1899). 


47ILL. Rev. Srat. c. 32, § 157.94 (1957). 
48 Markus v. Chicago Title & Trust Co., 373 Ill. 557, 27 N.E.2d 463 (1940). 
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Generally it should be noted that various types of general statutes of 
limitation may be applicable to bar the mortgagee’s remedies. These limi- 
tations have taken three basic forms. The older type of statute, which has 
existed in Illinois since 1872,*9 bars the mortgagee’s right to foreclose after 
a given period. A second basic form, derived from a uniform statute,®° bars 
the lien of the mortgage after a given lapse of time, unless certain writings 
appear of record. This latter type of act was emasculated into a third form 
of statute, to provide only a statutory presumption of payment after a 
number of years,®! but no state adopted this statute, and it was subsequently 
withdrawn.” 

Since several independent remedies exist for the enforcement of mort- 
gage transactions,®* it is not surprising that a statute barring remedies will 
have rather different effects on the mortgagee’s actions. Not only does the 
effect of such a statute vary among lien and title jurisdictions,®* but statu- 
tory time limitations have varied for ejectment,®° suit on covenants in the 
mortgage,®® sale under a power given in the instrument,®? actions on the 
underlying debt,°* and foreclosure of the mortgage itself.5® In title states 


49 Tit. Rev. Stat. c. 83, § 11 (1957). 

50 Report of the Committee on a Uniform Real Estate Mortgage Act, 1927 Hanp- 
BOOK OF THE CONFERENCE OF COMMISSIONERS ON UNIFORM STATE Laws 654, 680, § 12. 

51 UnirorM Mortcace Act § 9 (Proposed 4th Draft 1924). 

52 1943 HANDBOOK OF THE CONFERENCE OF COMMISSIONERS ON UNIFORM StaTE Laws 
126. 

53 See notes 6-12 supra, and related text. 

54 See 4 AMERICAN Law oF Property § 16.163 (1952). 

55Ttit. Rev. Srat. c. 83, § 1 (1957), fixes twenty years after the right of action 
accrues as the last date for ejectment. But while some states allow the mortgagee’s 
possessory action after the debt is barred, the Illinois rule has always precluded eject- 
ment after the debt lost vitality. See Pollock v. Maison, 41 Ill. 516 (1866). But once 
lawfully in possession, the mortgagee is allowed to hold the premises until the debt is 
paid, subject to the power of equity to appoint a receiver if the mortgagee’s conduct 
threatens the premises and he is financially irresponsible. See 1 Reeve, Law oF 
Mortcaces AND ForECLOSURE IN ILLINOIS, § 442 (1932). Since Kransz v. Uedelhofen, 
193 Ill. 477, 62 N.E. 239 (1901), the mortgagee may not maintain ejectment until the 
mortgagor’s default. 

56 See Harris v. Mills, 28 Ill. 44 (1862). Now that the seal has lost its efficacy, the 
statute on written contracts makes ten years the critical period. Int. Rev. Srat. c. 83, 
§ 17 (1957). 

57In Emory v. Keighan, 88 Ill. 482 (1878), the court ruled that the power to 
sell, contained in a deed of trust, was void once the underlying debt was barred by 
limitation. By thus assimilating the deed of trust into mortgage theory, the Illinois 
court avoided trouble which other jurisdictions had found in the doctrine that statutes 
of limitation are not considered applicable to continuing trusts. See 2 GLENN Monrt- 
GAGES § 144 (1943). 

58Tryt. Rev. Stat. c. 83, § 17 (1957), provides that the action must be brought 
within ten years of the time the action accrues, or within ten years of any payment 
or new written promise, made during or after the ten-year period. 

59 See In. Rev. Srat. c. 83, §§ 10a, 11, 11b, 12 (1957), discussed infra. Since Harris 
v. Mills, supra note 56, the bar of the debt has precluded foreclosure. 
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it is generally held that the mortgage security is unaffected when the debt 
is barred.°° The American Law Institute took this position as a matter of 
general substantive law, reflecting the viewpoint of a majority of juris- 
dictions operating under both major theories.°? Nevertheless, a substantial 
number of states,®* including Illinois, take the position that a mortgage is 
only ancillary to a subsisting obligation, and that once the debt is barred the 
mortgage may no longer be enforced.** This is consistent with the equitable 
modifications which the Illinois court has imposed upon the common-law 
title doctrine in achieving its present “intermediate” position in mortgage 
theory.® 


Statute Barring Foreclosure (Section 11) 


Section 11 of the Limitations Act removes the mortgagee’s foreclosure 
remedy ten years after the right of action accrues.®* This period coincides 
with the present period of limitation on written obligations,®? so that the 
right of action on the mortgage dies with the note. Illinois courts construe 
these statutes in pari materia. Kraft v. Holzmann ® is most frequently cited 
for this position. In that case the trust deed was executed and recorded in 
1884 and was extended until 1898 by an unrecorded agreement. The de- 
fendant took a later mortgage more than ten years after the due date of the 
first debt, without actual knowledge of the agreement extending the obli- 
gation. In affirming a lower decree of foreclosure for the holder of the 
trust deed, the Illinois court ruled that sections 11 and 16 of the Limita- 
tions Act must be construed together, since the debt is the principal factor, 
and the mortgage is vital until the debt is barred.*® The defendant also 
contended that what is now section 30 of the Conveyancing Act 7 made 
an unrecorded mortgage extension agreement ineffective against later en- 
cumbrancers, but the court ruled that the written extension was effective 


60 AMERICAN LAW OF Property § 16.163 (1952). 

61 RESTATEMENT, Contracts § 385, comment f (1932). 

62 See Annot., 161 A.L.R. 886, 887 (1946); 2 GLenNn, Morteaces § 141 (1943). 

63 See Annot., 161 A.L.R. 886, 890 (1946). 

6 Kraft v. Holzmann, 206 Ill. 548, 69 N.E. 574 (1903); Pollock v. Maison, 41 IIl. 
516 (1866); Mutual Nat’l Bank v. Winkelman, 9 Ill. App. 2d 569, 133 N.E.2d 535 (1st 
Dist. 1956). 

65 Kransz v. Uedelhofen, 193 Ill. 477, 62 N.E. 239 (1901); Barrett v. Hinckley, 
124 Ill. 32, 14 N.E. 863 (1888); 1 REEVE, op. cit. supra note 55, §§ 4-5. 

66 Trt. Rev. Stat. c. 83, § 11 (1957). Note that where the mortgage secures a 
series of notes, foreclosure is not precluded where only the first note is barred. Racine 
v. Blackborn, 319 Ill. App. 526, 49 N.E.2d 847 (1st Dist. 1943) (abst. dec.). 

87 Int. Rev. Srat. c. 83, § 17 (1957). 

68 206 Ill. 548, 69 N.E. 574 (1903). 


89 Id. at 549-50, 69 N.E. at 574. As a corollary, once the debt is barred the mort- 
gage is without vitality, other statutes notwithstanding. Livingston v. Meyers, 6 Ill. 2d 
325, 129 N.E.2d 12 (1955); Harris v. Mills, 28 Ill. 44 (1862). 


7 Tty. Rev. Stat. c. 30, § 30 (1957). 
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to revitalize the note without recordation, and that the mortgage incident 
to the note accordingly took new vigor without recording.”! In effect, then, 
the prospective purchaser of land buys at his peril if an unreleased mortgage 
appears of record, since acts which revive the debt or toll the statute as to 
the debt have the same effect on the mortgage. This rule persists to the 
present day.”? 

The Limitations Act provides specifically for many methods of both 
holding the period of limitation in abeyance and for reviving written obli- 
gations, and under the rule of Kraft v. Holzmann they apply equally to the 
mortgagee’s foreclosure remedy. The mortgagor’s absence from the state 
tolls the statute,’* so that the mortgage could conceivably remain in effect 
for generations were his heirs or devisees to remain in the non-situs state.” 
Also, the mortgagor’s written acknowledgment of the debt to the mortgagee 
starts the statute running anew.” Since the written acknowledgment after 
the limitation period is effective to remove the bar of the statute, it would 
seem in theory that the security for the resurrected obligation should also 
spring into existence once more.” Even the mortgagor’s conveyance to 
another “subject to” the mortgage has occasionally been held by American 
courts to revive the obligation, and therefore the accompanying remedy 
on the mortgage.”? If the mortgagor pays part of the principal or interest, 
the mortgagee’s remedy is revived for ten years following the event.”® If 


71 Kraft v. Holzmann, 206 Ill. 548, 551, 69 N.E. 574, 575 (1903). 

72 See Mutual Nat’] Bank v. Winkelman, 9 Ill. App. 2d 569, 133 N.E.2d 535 (1st 
Dist. 1956); Niehaus v. Niehaus, 2 Ill. App. 2d 434, 120 N.E.2d 66 (4th Dist. 1954). 
McCarthy v. Lowenthal, 327 Ill. App. 166, 63 N.E.2d 666 (1st Dist. 1945), holds that 
§ 11b does not impliedly repeal § 11. 

73 ILL, Rev. Stat. c. 83, § 19 (1957). See Niehaus v. Niehaus, supra note 72; Mass- 
man v. Duffy, 330 Ill. App. 76, 69 N.E.2d 707 (1st Dist. 1946). 

74 Cf. Niehaus v. Niehaus, supra note 72; Zyks v. Bowen, 351 Ill. App. 491, 115 
N.E.2d 577 (1st Dist. 1953); Zion Methodist Church v. Smith, 335 Ill. App. 233, 81 
N.E.2d 649 (4th Dist. 1948). The “borrowing statute,” of Int. Rev. Stat. c. 83, § 21 
(1957), has been held inapplicable to foreclosure proceedings, since mortgages savor of 
the land, and therefore the non-situs state is said to have “no jurisdiction” for its 
statute to attach. See Wooley v. Yarnell, 39 Ill. App. 595 (3d Dist. 1890), aff'd sub nom. 
Thorndike v. Thorndike, 142 Ill. 450, 32 N.E. 510 (1892). This accords with the ap- 
parent tendency of Illinois courts to apply forum law in conflicts cases dealing with 
local land, although the rationale is open to cavil. See, e.g., Sternberg v. St. Louis Union 
Trust Co., 394 Ill. 452, 68 N.E.2d 892 (1946); Davenport v. Karnes, 70 Ill. 465 (1873). 
But see Burr v. Beckler, 264 Ill. 230, 106 N.E. 206 (1914). 

Tri. Rev. Stat. c. 83, § 17 (1957). See Lathrop v. Carroll, 155 Ill. App. 653 (1st 
Dist. 1910). 

76 Cf. Lathrop v. Carroll, supra note 75. See also 2 GLENN, Morteaces § 146 (1943). 

77 See 2 GLENN, Mortcaces § 148.1 (1943). But since Itt. Rev. Start. c. 83, § 17 
(1957), requires a “promise” in writing, no difficulty is foreseen in this area. 

78 Itt, Rev. Strat. c. 83, § 17 (1957). See Meyer v. Nordmeyer, 332 Ill. App. 165, 
74 N.E.2d 716 (2d Dist. 1947); Shultz v. McCarty, 193 Ill. App. 318 (2d Dist. 1915). 
As to the admissibility in evidence of indorsements of interest on the note by the 
holder, compare Meyer v. Nordmeyer, supra, with Chapin & Gore, Inc. v. Powers, 
270 Ill. App. 382 (1st Dist. 1933), and Katt v. Chapman, 248 Ill. App. 12 (1st Dist. 1928). 
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the mortgagor dies within the statutory period, the mortgagee has at least 
nine months after letters are issued within which to bring his action to fore- 
close.7® This is true even if the decedent mortgagor was only jointly liable 
on the obligation, since the mortgagee may enforce his claim against the 
security so long as the debt is kept alive as to one joint obligor.®° 

By statute, certain disabilities of the mortgagee suspend the running 
of limitations. These disabilities include his infancy, insanity, imprisonment, 
or absence from the United States on federal or state business.81 The mort- 
gagee’s death will extend the debt for two years if he dies during a period 
of disability,®? and if he dies before the statute has completely run, his repre- 
sentative has at least one year in which to claim.®? The Illinois rule is clear 
that the statute does not run against a mortgagee in possession of the land,** 
even where the land is registered under the Torrens system, and only the 
mortgage appears of record.®® 

While as between mortgagor and mortgagee, unrecorded tolling and 
reviving events create problems, the difficulties to third parties holding 
under the mortgagor are compounded into an almost impossible situation. 
Independently of recording statutes, where the mortgagor extends or re- 
vives the debt and then sells or hypothecates his interest, the person taking 
under him is bound by his earlier acts.8* The mortgagor can give no better 
title than he had, and the person taking under him is bound to determine 
the state of the title or to look to his vendor’s warranties. However, if the 
debt is revitalized after the mortgagor conveys his interest, the case takes 
on another color. If the debt was completely barred when the mortgagor 
conveyed, later acts by him, although reviving the debt as to himself, gen- 
erally will not revitalize the mortgage against his grantee or a junior lienor.®? 
But if the limitation period had some time to run when the mortgagor con- 


Titi. Rev. Srat. c. 83, § 20 (1957). See Fohrman v. Laird, 338 Ill. App. 393, 87 
N.E.2d 235 (1st Dist. 1949), where the then-applicable statute was held to give 
the mortgagee seven years to foreclose on the security in the mortgagor’s unprobated 
estate, since the mortgagor had died before § 11 had run on the debt. Under It. Rev. 
Stat. c. 59, §§ 10-14 (1957), relating to fraudulent devises and claims against intestate 
realty, the same period is applicable now, if there is no administration. However, if 
the estate has been properly inventoried within nine months of the issuance of letters, 
then if the general statute has run, this “death” statute will be of no avail. See Int. Rev. 
Stat. c. 83, § 24d (1957). 

80Fohrman v. Laird, supra note 79. 

81 See Itt. Rev. Stat. c. 83, § 9 (1957). 

1d. $10. 

83 Id. § 20. 


84 Miller v. Frederick’s Brewing Co., 405 Ill. 591, 92 N.E.2d 108 (1950); Fountain 
v. Bookstaver, 141 Ill. 461, 31 N.E. 17 (1892). 


85 Miller v. Frederick’s Brewing Co., supra note 84. 
86 See 1 GLENN, Mortcaces § 56.2 (1943). 


87See 4 AmerIcAN Law oF Property § 16.165 (1952). But cf. Richey v. Sinclair, 
167 Ill. 184, 47 N.E. 364 (1897). 
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veyed, the Illinois rule is that the later grantee or junior encumbrancer took 
subject to the mortgagor’s power to extend or revive the debt, so that he 
is bound by the mortgagor’s later acts.%8 

While these doctrines of tolling and revivor provide workable results 
in the case of simple contracts, they wreak havoc with land titles. The acts 
which extend the period of limitations are often not susceptible to recorda- 
tion, except so far as affidavits are acceptable, and the Illinois court has re- 
quired no recording as a prerequisite to their effectiveness. A prospective 
buyer is never safe in acquiring land subject to mortgages unreleased of 
record,®® since to remove such a cloud he will probably be required to do 
equity to the extent of paying a debt barred by statute, and the existence 
of the cloud will make his title unmerchantable. The Illinois court com- 
mented on this situation, discussing the difficulty of removing such pur- 
ported liens, and noted that a substantial number of Illinois titles were re- 
moved from commerce by this state of the law.®° The unsatisfactory ex- 
perience under section 11 made our legislature particularly receptive to 
remedial legislation, and experimentation in this area has been rife since 
the turn of the century. 


Statutes Barring the Lien (Sections 12, 11a, and 11b) 


Section 12 of the Limitations Act ®! was enacted in 1915 to cure de- 
fects in the existing mortgage limitations. This section barred the lien of 
then-existing mortgages when twenty years had elapsed after the due date, 
unless the mortgagee filed an extension agreement within five years of the 
effective date of the act. The statute was also limited to mortgages where 
the due date appeared of record. 

In 1935 section 11a ®? appeared on the books, carrying the same scheme 


88 Murray v. Emery, 187 Ill. 408, 58 N.E. 327 (1900); Richey v. Sinclair, supra 
note 87; Niehaus v. Niehaus, 2 Ill. App. 2d 434, 120 N.E.2d 66 (4th Dist. 1954), Inv. 
Rev. Srat. c. 83, § 11 b (1957), with its bar of the lien, sets the limit beyond which the 
mortgagor has no further power to jeopardize the interests he has conveyed. Acts or 
agreements by the mortgagor’s assuming grantee, which extend the statutory period 
on his own personal liability and the mortgagee’s foreclosure remedy, are without effect 
as to the mortgagor’s personal liability on the debt, unless there is some agency re- 
lationship between the mortgagor and his grantee. Conerty v. Richtsteig, 379 Ill. 360, 
41 N.E.2d 476 (1942); Friedlund v. Cunnally, 319 Ill. App. 36, 48 N.E.2d 747 (1st Dist. 
1943). 

89 One might think that the seventy-five year statute, Int. Rev. Stat. c. 83, § 10a 
(1957), would provide an outside limit, but even that statute excepts the United States, 
the state, holders of future interests, and disabled persons without guardians. For what 
it is worth, Title Standard No. 22 of the Illinois State Bar Association advocates giving 
full effect to the statute, but since our supreme court has not passed upon the statute 
some practitioners are understandably hesitant, particularly in the light of horrible 
examples like the four-year mortgage held to have possible existence for more than 
eighty-five years. See text at note 1 supra. 


% Livingston v. Meyers, 6 Ill. 2d 325, 332, 129 N.E.2d 12, 17-18 (1955). 
Tri. Rev. Stat. c. 83, § 12 (1957). 
92 Td. § lla. 
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forward to an effective date in 1940. This last provision was repealed in the 
flurry of 1941 acts regarding limitations on mortgages. In this year section 
11b was first enacted.®* This is one of the modern statutes which are re- 
markably effective in clearing land titles of the threats inherent in stale 
mortgages. The act places an ultimate limit on foreclosure by extinguishing 
the lien of every mortgage, vendor’s lien, or trust deed in the nature of a 
mortgage—beyond the possibility of revival—unless the public record shows 
the reasons for extending it. By its terms, there are two relevant classes 
of mortgages. If the due date of the obligation is apparent from the re- 
corded instrument, the lien ends twenty years after that date. If no due 
date can be determined from the record, the lien ends thirty years from the 
date of the mortgage. The act has no effect on mortgages barred before 
its effective date. For existing mortgages on which the lien ends after the 
effective date of the act, the holder may preserve his lien beyond the end 
of the period only by filing an extension agreement or his affidavit stating 
the amount still due.® 

Now, if the holder of a mortgage files an extension agreement, the 
statute will not run until ten years after the date on which final payment 
becomes due under that agreement, but if he files an affidavit, the lien is 
extended for ten years from the time it would otherwise have ceased by 
limitation. The lien may be preserved by these methods only if the filing 
is accomplished before the lien ends. Either or both methods may be used 
successively, and they may be alternated, as circumstances dictate. 

The statute has withstood constitutional attack on the ground that it 
deprived the mortgagee of his title and right to possession after default, the 
court ruling that the mortgagee’s right in such an event was not dependent 
upon the state of the record title.®° It has also been held that section 11b 
does not impliedly repeal section 11, although its practical effect is to fix 
a limit beyond which the events extending or reviving the debt will be 
nugatory as to the lien of the mortgage. Of course, the statute is not 
effective to end the lien as against the original mortgagor, since recording 
acts operate only for the benefit of later purchasers and encumbrancers, 
who alone are entitled to rely upon the state of the public records. 


93 7d. § 11b. 

There is some doubt as to just what the Illinois court will require of such an 
affidavit. It is entirely possible that the court will deny efficacy to an affidavit which 
merely asserts an ex parte claim to money, and may require the affidavit to show facts 
such as would be sufficient to toll § 11, in addition to the amount claimed by the 
mortgagee. See Basye, CLEARING LaNp TITLEs § 76 (1953). 

% Livingston v. Meyers, supra note 90, at 336, 129 N.E.2d at 19. Cf. Miller v. 
Frederick’s Brewing Co., 405 Ill. 591, 92 N.E.2d 108 (1950). 

%6 Zyks v. Bowen, 351 Ill. App. 491, 115 N.E.2d 577 (1st Dist. 1953); Gary-Wheaton 
Bank v. Helton, 337 Ill. App. 294, 85 N.E.2d 472 (2d Dist. 1949) (abst. dec.). 

% Zyks v. Bowen, supra note 96. See 3 SUTHERLAND, STATUTES AND STATUTORY Con- 
STRUCTION § 7003 (3d ed. Horack 1943). 
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Conclusion 


Section 11b is one of the most successful devices which has yet been 
created for handling the problem of the ancient mortgage. A number of 
other states have adopted legislation patterned on the uniform act from 
which the statute was derived.** But the present problem is not sui generis 
so far as titles are concerned. These statutes are but a part of the long- 
needed overhaul which is being given to our land law. They are precursors 
of general “merchantability” statutes, which have been spawned rapidly by 
Midwestern legislatures in recent years.® These acts go well beyond the 
specific problem of the stale security interest, and require all non-possessory 
interests in land to be reinvigorated of record within a reasonable period, 
on penalty of denying legal recognition to recalcitrant holders of such 
interests. The basic idea is to reduce the ponderous formality required for 
the transfer of land, so that a purchaser need not spend inordinately more to 
acquire real property than would be required to buy a share of corporate 
ownership, for example, or an automobile. A reasonable limitation period 
preserves meritorious claims to land, but still cuts the period of intensive 
abstract examination down to several generations. Thus, any claim which 
is not asserted seasonably not only may not persist as a cloud against title, 
but under the modern merchantability act such claims are expressly disre- 
garded in determining the merchantability of the land.1 

Our common-law heritage makes it rather unlikely that anything like 
the “civil-law” solution will ever be utilized extensively in the United States. 
European countries generally tolerate no future interests in specific land, 
and permit it to be sold free of what we would term “equities” by any 
possessor. It is required that such a vendor retain the fair money equivalent 
of the property as the endowment for the remainderman, who has no right 
in rem against the property so long as the transferee paid fair value.1°! This 
solution comes close to making land “negotiable.” Even the country in 
which our common law developed has taken similar steps.1°? However, 
both major systems provide separately for the mortgage, which represents 
commercial interests, rather than the dead hand of individual desire as to 
the devolution of corpus independent of endowment. 

The unenthusiastic reception accorded the Torrens system in the 
United States makes it improbable that any substantial change will be made 
in our basic land transfer mechanism. Occasionally some lubricant is 
applied to take particular creaks out of our vestigial recording machinery, 


98 See BasyE, op. cit. supra note 94, § 76. 
% See Cribbet, A New Concept of Merchantability, 43 Iu. B.J. 778 (1955). 
100See note 105 infra. 


101See Rheinstein, Some Fundamental Differences in Real Property Ideas of the 
“Civil Law” and the Common Law Systems, 3 U. Cut. L. Rev. 624 (1936). 


102 Law of Property Act, 1925, 15 & 16 Geo. 5, c. 20. 
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but the gear train is not simplified. Curative statutes, title standards, and 
statutes of limitation, while ameliorating some of the vices of the recording 
system, do not remove its inherent defects. The increasing use of title in- 
surance is ample evidence of the deficiencies which jeopardize the integrity 
of land transactions. But so long as the archaic recording system is basic, 
we must think in terms of public record. Appraised within this frame of 
reference, the mortgage limitation of section 11b represents one of the best 
modern solutions to the problem of stale mortgages. The decisions arising 
under this statute are quite significant in that they indicate an attitude in the 
Illinois court which should make it amenable to an overall merchantability 
act, one version of which is presently being prepared for submission to the 
Illinois State Bar Association. While most adjacent states have such legis- 
lation on the books,!® the prospective application of these acts has pre- 
cluded significant litigation as yet.°* These statutes also operate on the 
basis of requiring the non-possessory holder of claims against land to keep 
his claim current of record, so that prospective buyers can discover all 
needed facts from the state of the record over a limited period. While these 
statutes operate on disabled persons and holders of future interests, even the 
Michigan statute 1°5 excepts the United States, the state and its political sub- 
divisions, visible easements, and commercial interests like the leasehold, the 
lessor’s reversion, and public utility mortgages prior to maturity. The re- 
recording is no small burden upon the holder of outstanding interests, but, as 
the Illinois court pointed out in Livingston v. Meyers,! such a burden does 
not deny due process since the state’s interest in preserving utilization and 
salability of its land is paramount. The guardian and conservator must file 
for their wards. An imprisoned person may file by agent. The Soldiers’ 
and Sailors’ Civil Relief Act 1° is construed as being inapplicable to lengthen 
the existence of servicemen’s rights. This reasoning, used to sustain section 
11b of the Limitations Act, shows a readiness to assay reality in judicial 
handling of property rights.!°° The present act has thus indirectly pointed 


103 See Cribbet, supra note 99. 

10 As to the issue of constitutionality of such statutes, compare Scurtock, RETRO- 
ACTIVE LEGISLATION AFFECTING INTERESTS IN LANp 80, 227 (1953), with Clark, Limiting 
Land Restrictions, 27 A.B.A.J. 737 (1941). See also Aigler, Constitutionality of Market- 
able Title Acts, 50 Micu. L. Rev. 185 (1951). 

105 See Micu. Comp. Laws §§ 565.101—.109 (1948). Under the Michigan statute, 
not only are such old interests barred, but the legislature provided that they shall have 
no further effect on the titles involved. 

106 6 [1l.2d 325, 334, 129 N.E.2d 12, 18 (1955). 

107 54 Stat. 1178 (1940), 50 U.S.C. §§ 501-590 (1952). 

108 Cf, Trustees v. Batdorf, 6 Ill. 2d 486, 130 N.E.2d 111 (1955) (sustaining the 
Reverter Act, Itt. Rev. Stat. c. 30, § 4 (1957)); Wood v. Chase, 327 Ill. 91, 158 N.E. 
470 (1927) (upholding a statute ending the power of life tenants and reversioners to 
defeat contingent remainders through merger by conveyance); McNeer v. McNeer, 142 
Ill. 388, 32 N.E. 681 (1892) (sustaining a retroactive statute affecting inchoate dower 
and curtesy). In all of these cases the court found it necessary to determine that the 
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a way toward a much broader goal of overall legislation to make titles 
. readily merchantable. With each passing day, every chain of title grows 
weightier. Legislation must chop off some of this paper superstructure 
before the system founders of its own weight. We have seen the beginning 
in one small area of land law; the end, let us hope, is not far from realization. 


Joun C. DANIELSON 


interests involved were not “vested” in the constitutional sense. In the case of the 
possibility of reverter a real struggle was thus involved. In the Livingston case the 
court was not confronted with this issue, but its analysis there indicates a readiness to 
appraise the validity of statutes on the criterion of the “reasonableness” of legislative 
action in the due process sense. On this basis a general merchantability statute might well 
be sustained, even if retroactive in application, and even if it were to vitiate interests 
more “vested” than those which have already been limited by legislative proscription. 
See ScuRLOCK, op. cit. supra note 104. 





Comments 


ADVANTAGES OF UNIFORM RULES OF EVIDENCE WITH 
RESPECT TO ADMITTING BUSINESS ENTRIES 
IN EVIDENCE 


In the early 1700’s the English Courts began to admit in evidence entries 
made by a clerk who had since died, so long as those entries were made by 
him while acting in the regular course of his duties.1 The modern business 
records exception to the hearsay rule stems from this common-law back- 
ground. This exception is founded upon the theory that the motive to 
falsify such records is not great, because the purpose of such records is to 
aid in the transaction of business in an accurate manner.? 

At common law, before a business record could be received in evidence, 
both the entrant and the informant—in cases where the entry was based on 
information supplied to the entrant—had to appear in court or be proven 
unavailable.? This requirement that all entrants and informants testify did 
not impose an undue handicap during the era of small business. However, 
in the light of today’s complex business organizations it imposes an im- 
practical, if not an impossible, burden on the introduction of business records 
in evidence. Many liberal courts, recognizing this situation, have permitted 
the records to be admitted when verified by a supervising officer.* Never- 
theless, overall judicial response to the demands of modern business has been 
slow and, consequently, the need for legislation has been recognized.® 

Within the past three decades several statutes have been drafted in an 
attempt to adapt the laws of evidence to modern business practicalities. In- 
cluded among these are the Commonwealth Statute, Uniform Business 
Records as Evidence Act, Model Code of Evidence, and the Uniform Rules 
of Evidence.® Although the federal government’ and several of the states 
have adopted one or the other of these acts, Illinois in general still follows 
the common law.’ The only Illinois statutory provision relating to business 
entries is section 3 of the Evidence Act.® This section, although it has some- 


1 Price v. Earl Torrington, 2 Ld. Raym. 873, 92 Eng. Rep. 84 (1703); 5 Wicmore, 
Eviwence § 1518 (3d ed. 1940). 

2 CLEARY, HANDBOOK OF ILLINOIS EvipENcE § 13.31 (1956). 

3 People v. Vammer, 320 Ill. 287, 150 N.E. 628 (1926); 5 WicMorE, op. cit. supra 
note 1, § 1521. 

* Massachusetts Bonding & Ins. Co. v. Norwich Pharmacal Co., 18 F.2d 934 (2d 
Cir. 1927); State v. Larue, 98 W. Va. 677, 128 S.E. 116 (1925). 

5 Ray, Business Records—A Proposed Rule of Admissibility, 5 Sw. L.J. 33 (1951). 

®See 5 WIGMORE, Op. cit. supra note 1, § 1520. 

™The Federal Business Records Act, 28 U.S.C. § 1732 (1952), is based on the 
Commonwealth Statute. See McCormick, HANDBOOK OF THE Law oF EvipENCE 607 (1954). 

8 House v. Beak, 141 Ill. 290, 30 N.E. 1065 (1892); Stettauer v. White, 98 Ill. 72 
(1881); CLEARY, Op. cit. supra note 2, at 13.32. 

*ILt. Rev. Stat. c. 51, § 3 (1957). 
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times erroneously been applied to other situations,!° is applicable only to the 
~case where a person would otherwise be incompetent to testify under the 
Dead Man’s Act.!! Section 3 merely removes this disability so that the 
party can authenticate his records. It does not supersede the common law 
in any other respect.}? 

In general the Illinois courts require that the entry, to qualify for ad- 
mission, be an original, factual one made in the regular course of business 
by a person who was under a duty to do so.’ The factual requirement has 
been strictly construed and, as a result, hospital records have usually been 
held inadmissible on the ground that they contain opinions.’* Occasionally 
Illinois courts have even been hesitant to admit any record other than a 
conventional account book,'® but this limitation seems to have been dis- 
carded in more recent cases.!¢ 

The Illinois cases are in conflict as to who must qualify the business 
record. Some courts have insisted that all participants be called to testify,'* 
while others have required merely the testimony of the person under whose 
supervision the record was kept.!® It has been argued that the stricter view 
allows no more reliable evidence because even if all parties to the trans- 
action can be located, they probably will not recall the particular entry and 
will only testify that they correctly reported or recorded the matter in 
question. It is submitted that the liberal view is preferred because it greatly 
facilitates the introduction of business records. 

In view of the conflict regarding qualification of the records, the 
seemingly unmerited restriction against use of hospital records, and the 
unnecessary requirement that the record be an original entry, it becomes 
apparent that a statute or court rule !* on business entries is needed. Although 


10 See, e.g., Secco v. Chicago Transit Authority, 6 Ill. App. 2d 266, 127 N.E.2d 
266 (1st Dist. 1955) (plaintiff contended that § 3 of the Evidence Act rendered a school 
attendance report inadmissible); National Malleable Castings Co. v. Iroquois Steel Co., 
333 Ill. 588, 165 N.E. 199 (1929) (entry made by employee in weighing iron held ad- 
missible under § 3). 

11]pL, Rev. Stat, c. 51, § 2 (1957). 

12 Taliaferro v. Ives, 51 Ill. 247 (1869); Boyd v. Jennings, 46 Ill. App. 290 (1st 
Dist. 1893). 

13 Pennsylvania Co. v. McCaffrey, 173 Ill. 169, 50 N.E. 713 (1898); Chisholm v. 
Beaman Machine Co., 160 Ill. 101, 43 N.E. 796 (1896); Meeth v. Ranlin Buick Co., 48 
Ill. App. 606 (3d Dist. 1894); Chadwell, Admissibility of Business Records, 38 I. B.J. 
440 (1950). 

14 Wright v. Upson, 303 Ill. 120, 135 N.E. 209 (1922). 

15 Baltimore & O. Sw. Ry. v. Tripp, 175 Ill. 251, 51 N.E. 833 (1898). 

16 National Malleable Castings Co. v. Iroquois Steel Co., 333 Ill. 588, 165 N.E. 199 
(1929); Chicago & Alton R.R. v. American Strawboard Co., 190 Ill. 268, 60 N.E. 518 
(1901). 

17 People v. Small, 319 Ill. 437, 150 N.E. 435 (1926). 

18 Wright v. Upson, supra note 14. 

19 See, e.g., Munic. Ct. Chi., Rule 5. Although the Illinois Supreme Court has the 
power to prescribe rules of procedure, it is doubtful if it will follow the lead of this 
court. 
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special proposals for Illinois have been drafted,”° it is submitted that, for 
the sake of uniformity in state laws, the Uniform Rules of Evidence should 
be given primary consideration.2! The Uniform Rules were accepted by 
the National Commissioners on Uniform State Laws in 1953.2? Subse- 
quently they received the approval of the American Bar Association * and 
the American Law Institute.*4 

The Uniform Rules are essentially a simplied version of the 1936 Uni- 
form Business Records as Evidence Act, but they have remedied an omis- 
sion in that act by providing that absence of a memorandum or record may 
be introduced in evidence to prove non-occurrence of some act or trans- 
action.2> More importantly, there is no requirement that the record be an 
original entry. The Uniform Rules simply require that the record be made 
in the regular course of a business at or about the time of the act, condition, 
or event recorded and in such a manner as to indicate trustworthiness. 
Business as used in the Rules includes every kind of institution whether con- 
ducted for profit or not. Furthermore, they expressly cover “writings 
offered as memoranda or records of . . . conditions... .” 7* These provisions 
should make it possible to admit reports of diagnoses in hospital records.?* 
Since the need for that type of evidence is great and its trustworthiness sub- 
stantial,?8 this would seem to be a desirable result. 

The most pressing factor necessitating reform in Illinois is the require- 
ment that all participants qualify the record or be proven unavailable. The 


20 See, e.g., Barrow, Business Entries Before The Court, 32 In. L. Rev. 334 (1937). 

21“Rule 63. Hearsay Evidence Excluded—Exceptions. Evidence of a statement 
which is made other than by a witness while testifying at the hearing offered to prove 
the truth of the matter stated is hearsay evidence and inadmissible except: 

“ 

“(13) Business Entries and the Like. Writings offered as memoranda or records 
of acts, conditions or events to prove the facts stated therein, if the judge finds that 
they were made in the regular course of a business at or about the time of the act, 
condition or event recorded, and that the sources of information from which made and 
the method and circumstances of their preparation were such as to indicate their trust- 
worthiness. . . .” NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE Laws, 
UnirorM RULEs or EvIpENCE 197, 203-04 (1953). 

22 HANDBOOK OF THE NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE 
Laws AND Proceepincs 102 (1953). 

2378 A.B.A. Rep. 134 (1953). 

24 ALI Proceepincs (Ms. 1954). 

25“(14) Absence of Entry in Business Records. Evidence of the absence of a 
memorandum or record from the memoranda or records of a business of an asserted 
act, event or condition, to prove non-occurrence of the act or event, or the non- 
existence of the condition, if the judge finds that it was the regular course of that busi- 
ness to make such memoranda of all such acts, events or conditions at the time thereof 


or within a reasonable time thereafter, and to preserve them. .. .” NATIONAL CONFER- 
ENCE OF COMMISSIONERS ON UNIFORM STATE Laws, op. cit. supra note 21, at 204. 
26 Jd. at 203. 


27 See McCormick, HANDBOOK OF THE LAW oF EVIDENCE 608 (1954). 
28 Hale, Hospital Records As Evidence, 14 So. Cauir. L. Rev. 99 (1940). 
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Uniform Rules do not expressly provide any reform. However, the text 
writers take the view that the Rules do dispense with the necessity of pro- 
ducing all participants in the making of the record.” The comment follow- 
ing rule 63(13) states that the substance of the Uniform Business Records 
as Evidence Act is embodied therein. If this comment is to be given weight, 
it seems that the authors intended to follow the provision of the Uniform 
Act which expressly allows the custodian or other qualified witness to testify 
to the record’s identity and mode of preparation. Even though this result 
might be achieved as a matter of interpretation, it seems desirable to modify 
the Uniform Rules so that they expressly cover this important matter.*° 
Such a modification would not result in Illinois having a special rule, but 
would merely assure conformance with the generally accepted meaning of 
the Uniform Rules. 

One feature of the Uniform Rules that has been the subject of some 
criticism is the broad discretion afforded the judge.*! Even after the founda- 
tion is laid he can exclude the record if he feels the sources of information 
or method of preparation do not justify its admittance. Although it might 
be desirable to have a more concrete standard for determining whether 
or not this evidence is admissible, it does not seem that the effect on pre- 
dictability has been sufficiently adverse in those states following the like 
provision of the Uniform Business Records as Evidence Act to render the 
Uniform Rules unsatisfactory solely on that ground.’? Furthermore, this 
broad policy of the Uniform Rules affords flexibility to the courts which 
seems desirable, for it was due to their inflexibility that this need for legis- 
lative reform arose in the first place. 

The Uniform Rules of Evidence, if afforded a fair interpretation by 
the courts, could provide a satisfactory solution to the Illinois problem. 
They would eliminate the needless requirement of producing all participants 
to qualify the record, allow a more liberal treatment of hospital records, do 
away with the controversy over whether or not a record was original, and 
allow evidence of absence of entry to prove non-occurrence. It is not denied 
that these reforms could be achieved by court decisions, but the courts 


29 See, e.g., McCormick, op cit. supra note 27. 

30 A possible modification would be to add the following provision to the present 
wording of Rule 63(13): “All necessary preliminary proof may be made by the cus- 
todian or other qualified witness.” 

If a more detailed statement is desired, the provision submitted by Professor Ray 
might be considered. “The identity and mode of preparation of the memorandum or 
record ... may be proved by the testimony of the entrant, custodian or other qualified 
witness even though he may not have personal knowledge as to the various items or 
contents of such memorandum or record. Such lack of personal knowledge may be 
shown to affect the weight and credibility of the memorandum or record but shall not 
affect its admissibility.” Ray, Business Records—A Proposed Rule of Admissibility, 
5 Sw. L.J. 33, 44 (1951). 

31 Ray, supra note 30. 


82 See, e.g., McGowan v. Los Angeles, 100 Cal. App. 2d 386, 223 P.2d 862 (1950). 
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seem hesitant to do so. It is submitted that the best assurance Illinois has 
of meeting the needs of modern business is to adopt the Uniform Rules. 


RICHARD SWANSON 


MARKETABILITY ACTS: A STEP FORWARD FOR TITLE 
EXAMINATION PROCEDURE IN ILLINOIS 


In a recent Iowa case,! the vendor under a contract to sell certain real 
estate sought a decree declaring that his title was “good and merchantable.” 
The abstract of title showed that a 1907 deed erroneously describing the 
property had been improperly corrected in the record, thus breaking the 
chain of title. The Iowa Supreme Court held that under the Iowa real 
estate limitation statute? plaintiff’s title was merchantable upon plaintiff's 
showing that he and his predecessors in the chain had held record title since 
1940 and that he was in actual possession of the property. This case, sus- 
taining the constitutionality of the Iowa statute, illustrates the simplicity 
with which land transfers may be conducted under a marketability statute. 
Iowa lawyers need make a careful examination of an abstract for only the 
interval since 1940; if the chain of title is continuous from that time and 
if the owner is in possession, most antiquated claims will be barred. 

In contrast to the Iowa title examination procedure, each Illinois real 
estate transaction involves a detailed examination of a full-length abstract 
except in those localities where title insurance is used. Concern has been 
voiced over the uncertainty, expense, and wastefulness of the Illinois con- 
veyancing system which grows more cumbersome with the passage of 
time.’ In Illinois sporadic attempts to lessen the burdens of title examination 
have resulted in piece-meal legislation designed to bar specific claims for 
varying periods of limitation.* 

The need for a change in land conveyancing systems has been recognized 
throughout the United States.5 Although a number of conveyancing re- 


1 Tesdell v. Hanes, 82 N.W.2d 119 (Iowa 1957). 

2Towa Cope Ann. § 614.17 (Supp. 1956). 

3 See Cribbet, A New Concept of Merchantability, 43 Itt. B.J. 778 (1955). 

4 Title examiners in Illinois are aided by: (1) validating, or curative acts. E.g., ILL. 
Rev. Strat. c. 30, §§ 44, 44a (1957) (validation of defective acknowledgements). (2) 
statutes of limitation which do not operate against future interests, persons under a dis- 
ability, or state or local governments. E.g., id. § 37e (fifty-year limitation on possi- 
bilities of reverter and rights of re-entry for breach of condition subsequent), and id., 
c. 83, § 12 (twenty and thirty-year limitations on mortgage liens). (3) general statute 
of limitation which bars all claims and interests to land dating back more than seventy- 
five years. Jd. § 10a. (4) Uniform Title Standards of the Illinois State Bar Association 
which serve as guides to title examiners but which do not have the binding effect of a 
statute. 

5 See, e.g., BasyE, CLEARING Lanp Titzes § 171 (1953); Aigler, Clearance of Land 
Titles—A Statutory Step, 44 Micu. L. Rev. 45 (1945); Payne, The Crisis in Conveyanc- 
ing, 19 Mo. L. Rev. 214 (1954). 
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forms have been proposed,® the most widely adopted measures have been 
general marketability acts.? These resemble statutes of limitation in that 
they bar all ancient claims not preserved by re-recording within a certain 
period. However, marketability acts are a much more effective bar than 
the usual limitation statutes because they operate against persons under a 
disability § and because they extinguish claims whether the interests have 
ripened into a cause of action or not, thus terminating such future interests 
as contingent remainders, possibilities of reverter, and rights of entry. The 
reasoning upon which marketability acts are based has been stated as 
follows: 


“Public policy . .. does not demand that every outstanding interest, 
once it appears on the record, should remain as a permanent clog on 
the title. If the interest is merely a technical claim, having its genesis 
in an error or mistake of conveyancing, it deserves to suffer an early 
end. Even if it is a genuine interest, such as a future interest or an 
incorporeal right, its periodic renewal would not be an unreasonable 
requirement to maintain its survival... . In this way the recent land 
records alone become the sole means of preserving interests and of 
affording constructive notice of their state of life.” ® 


The adoption of a marketability statute by the Illinois legislature would 
greatly facilitate land transfers in this state. Such legislation will probably 


®For example, the Torrens System, based on registration of land titles, was at one 
time promoted to replace the recording system in the United States, though it has not 
been widely used. See Basye, op. cit. supra note 5, § 1. In Illinois the Torrens System 
is authorized on a voluntary basis for Cook County. Ix. Rev. Strat. c. 30, §§ 45-152 
(1957). 

In 1925 Great Britain enacted extensive property reform legislation designed to 
increase the alienability of land by changing the nature of ownership interests. Many 
interests are now no more than a claim to the proceeds from the sale of land, and are 
not an encumbrance permanently attached to the land. See Bordwell, English Property 
Reform and Its American Aspects, 37 Yate L.J. 1 (1927). 

One writer has proposed that legislation be enacted that will distinguish the differ- 
ent types of non-possessory property interests. Some interests, such as judgments and 
mechanics’ liens, should be limited to a very short duration; others, such as future 
interests, require greater duration and should be insulated from the conveyancing 
process by use of trusts; the remaining interests, such as marital rights, easements, rights 
of re-entry, and long-term leases, should be allowed to affect title subject to periodic 
re-recording requirements. Payne, supra note 5. 

7 Marketability acts now in effect were originally enacted as follows: Iowa Acts 
1919, c. 270, § 1 (now Iowa Cope Ann. § 614.17 (Supp. 1956)); Ind. Acts 1941, c. 141 
4 (now Inp. Ann. Strat. §§ 2-628—2-637 (Supp. 1957)); Wis. Laws 1941, c. 293 (now 
: Wis. Srat. § 330.15 (1955)); Minn. Sess. Laws 1943, c. 529 (now Minn. Stat. § 541.023 
| (1953)); Mich. Acts 1945, No. 200 (now Micu. Comp. Laws § 720.81 (1948)); S.D. 
Laws 1947, c. 233 (now S.D. Cope §§ 51.76B01—51.16B12 (Supp. 1952)); Neb. Laws 
1947, c. 243, § 1 (now Nes. Rev. Star. §§ 76-288—76-298 (1950)); N.D. Laws 1951, c. 
280, §§ 1—11 (now N.D. Rev. Cope § 47-19A (Supp. 1953)). 

8Lane v. Travelers Ins. Co., 230 Ia. 973, 299 N.W. 553 (1941) (minor heirs claim- 
ing a contingent remainder interest were barred by the statute); BasyE, op. cit. supra 
note 5, § 172. 


97d. § 171, at 259-60. 
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be proposed eventually and can be expected to be patterned after the leading 
statutes now in effect in Michigan and Iowa.’° 

The Iowa statute employs language similar to usual statutes of limitations 
by protecting the holder of record title from actions “based upon any claim 
arising or existing prior to January 1, 1940,” providing that the owner has 
an unbroken chain of title since 1940 and that he is in possession of the 
land." The statute allows a period of one year from the date of enactment 
for the re-recording of claims antedating 1940. Thus, Iowa real estate titles 
can only be subject to claims arising or existing after 1940 except for those 
older claims which were preserved by re-recording between July 4, 1951, 
and July 4, 1952. 

The Michigan statute !2 represents a different approach for determin- 
ing the length of time to be covered by a title examination. Marketable 
title is defined as “an unbroken chain of title of record to any interest in 
land for 40 years,” subject to outstanding interests not barred by the statute, 
and provided that the land is not in the hostile possession of another.4* The 
act also states that “all interests, claims, and charges whatsoever the existence 
of which depends in whole or in part upon any act, transaction, event or 
omission that occurred prior to such 40-year period . . . are hereby declared 
to be null and void... .” 14 

A comparison of these general provisions of the two acts indicates sev- 
eral important differences. First, by expressly defining the concept of 
marketable title, the Michigan statute leaves no doubt as to the effect it is 
to have: when the statutory requirements are met, title is merchantable. 
Second, the Michigan act expressly destroys claims and interests which 
have been outstanding more than forty years. The Iowa statute, on the 
other hand, merely purports to bar the remedies available to enforce pre- 
1940 claims. Although the Iowa act is not as sweeping in its language, it has 
proven to be equally effective when applied by the courts.1® It has been 
suggested, however, that the Iowa act embodies a possible ambiguity by de- 
fining barred claims as those “arising or existing” before 1940.1 For example, 


10 A committee of the Real Estate Section of the Illinois State Bar Association is 
currently preparing a proposed marketability statute for Illinois. 

Marketability statutes are in effect in six other states. See note 7 supra. The 
statutes of Indiana, Minnesota, and Wisconsin are similar to the Iowa act in that they 
purport to bar actions based on claims originating prior to fifty, forty, and thirty-year 
periods, respectively. Nebraska, North Dakota, and South Dakota have adopted statutes 
patterned on the Michigan act, but have included important exceptions which greatly 
decrease the effectiveness of the legislation. 

11 Towa Cope ANN. § 614.17 (Supp. 1956). 

12 Micu. Comp. Laws § 720.81 (1948). 

13 Tbid. 

147d. § 720.83. 

15 Tesdell v. Hanes, 82 N.W.2d 119 (Iowa 1957). 


16 See BasyE, op. cit. supra note 5, § 172. 
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a contingent remainder created by will could be said to arise either at the 
time the will became effective, or at the time the life tenant died.17 

By employing a shorter limitation period and by permitting re-recording 
only during a specified one-year interval, it would seem that Iowa affords 
more protection to the title holder than does Michigan. Thus, the Iowa 
act accomplishes the purpose of decreasing the burdens of title examination 
with greater efficacy than the Michigan act, which provides for a forty- 
year limitation period and allows re-recording of claims at any time within 
that period. The use of a specific cut-off date (1940) in the Iowa act, how- 


BASE St ce MR 


‘ 


: ever, necessitates periodic amendments to move the date forward.'® 
; In addition to the differences in the general provisions of the two stat- 
] utes, three specific provisions should also be examined. 


(1) Both statutes require that the land in question be not occupied by 
an adverse possessor. The Michigan law stipulates that the property must 
not be in the hostile possession of another,!® while the Iowa act applies only 
when the holder of record title is in actual possession.2° Thus the Michigan 
statute protects the owner if the land is vacant; the Iowa statute does not. 

(2) Both statutes provide for re-recording of old claims. Under the 
Iowa statute a claim can be re-recorded only by the claimant, his attorney 
or agent, or by his guardian, trustee, or parent. As a result, unascertained 
owners of contingent future interests have no opportunity to preserve their 
claims. On the other hand, the Michigan act avoids this problem by per- 
mitting notice for record to be filed by the claimant or someone on his 
behalf if he is under a disability or otherwise is unable to assert the claim 
himself, or if he is a member of an unascertained class.24 

(3) Both statutes include a list of interests that are excepted from the 
application of the act. The Michigan law does not operate against reversions 
after leases, interests of lessees, interests of mortgagors and mortgagees under 
railroad or public utility mortgages prior to maturity, clearly observable 
easements, or ownership of land by the United States, state, or local govern- 
ments.?? The Iowa law exempts the right of a spouse to dower or a dis- 
tributive share, and the right to foreclose mortgages, bonds for deeds, and 
contracts to sell real estate. However, these claims are barred by other 


17 This question has not been litigated. 

18 The original act passed in 1919 barred all claims prior to 1900 if not re-recorded 
within one year. The cut-off date has been moved forward as follows: In 1925, changed 
to 1915; in 1931, changed to 1920; in 1943, changed to 1930; in 1951, changed to 1940. 
Annot., Iowa Cope ANN. § 614.17 (Supp. 1956). 

19 Micu. Comp. Laws § 720.81 (1948). 

20 The Iowa statute requires possession only at the time the action is commenced, 
and not for any definite period of time. Lane v. Travelers Ins. Co., 230 Ia. 973, 299 N.W. 
553 (1941); Note, 17 Ia. L. Rev. 520 (1932). 

21 Micu. Comp. Laws § 720.83 (1948). 


22 Ibid. 
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statutes of limitation not exceeding twenty years in length. Thus, by having 
listed exceptions of a broader scope, the Michigan statute has placed addi- 
tional burdens on the title examiner. 

The Michigan act appears to have sacrificed some of its efficiency in 
order to afford more protection to non-possessory interests, while it would 
seem that the Iowa Act more effectively accomplishes the purpose of sim- 
plifying title examinations. 

Marketability acts, which cut off existing rights in real property, can 
be expected to be challenged on constitutional grounds.?? The validity of 
the Iowa statute was recently raised for the first time since its adoption 
nearly four decades ago.24 The Iowa Supreme Court dealt summarily with 
the constitutional issue, merely stating: 


“We are satisfied the legislature had ample authority to enact a limita- 
tion statute . . ., subject to a condition [that] a reasonable time must 
elapse before it becomes effective. 

“Legislatures may withdraw a legal remedy but they cannot do so 
without providing a reasonable time within which action must be taken 
to recover a right to real property.” 5 


The Michigan statute has not yet been before the courts. Professor 
Aigler, a draftsman of the act, has offered cogent arguments, however, in 
favor of its constitutionality.2° He notes that the recording acts have long 
been held to be valid despite the fact that the property interests arising 
under an unrecorded instrument are cut off. Similarly, a marketability 
statute which requires re-recording to preserve an interest should be valid. 
In addition, Professor Aigler states that a basic test of constitutionality is 
whether the public purpose, as viewed by the legislature, justifies terminating 
property interests. Since it is generally considered to be in the public 
interest to free land titles of ancient claims to promote marketability, stat- 
utes accomplishing this purpose in a reasonable manner should be upheld. 

The best evidence of the probably attitude of the Illinois Supreme Court 
towards a marketability statute is found in a recent decision sustaining the 


23 Marketability statutes of Kansas and Pennsylvania have been held to be uncon- 
stitutional. See Murrison v. Fenstermacher, 166 Kan. 568, 203 P.2d 160 (1949); Girard 
Trust Co. v. Pennsylvania R.R., 364 Pa. 576, 73 A.2d 371 (1950). Both statutes required 
that an action be brought within one year of the effective date of the statute in order 
to preserve a claim and thus absolutely barred claims not yet matured into a cause of 
action. The Indiana statute contains a similar provision which renders its constitu- 
tionality doubtful. Inp. Ann. Stat. § 2-629 (Supp. 1957). 

24 Tesdell v. Hanes, 82 N.W.2d 119 (Iowa 1957). 

257d. at 123. An additional constitutional question noted by the court is the 
reasonableness of time allowed for preserving those existing interests which may become 
barred by the statute. See Marketable Title Acts and Decisions, 31 Tite News (No. 
11) 109 (1952); Aigler, Constitutionality of Marketable Title Acts, 50 Micu. L. Rev. 
185 (1951). 

26 Aigler, supra note 25. 
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fifty-year limitation on possibilities of reverter and rights of re-entry for 
breach of conditions subsequent.27 In regard to the constitutionality of 
that statute, the court said: 


“ . . The statute reflects the General Assembly’s appraisal of the actual 
economic significance of these interests, weighed against the incon- 
venience and expense caused by their continued existence for unlimited 
periods of time without regard to altered circumstances. . . . We are 
unable to say that the method offends the constitutional provisions 
relied upon.” *8 


Applying this reasoning, and that of earlier Illinois cases which upheld 
statutes terminating property interests,2° there would seem to be consider- 
able justification for assuming that a marketability statute would be sus- 
tained in Illinois. 

However well-drafted and effective a marketability statute may be on 
paper, its ultimate success as a workable aid to practicing lawyers must 
depend upon the extent to which it is relied upon in title opinions. From 
the preceding analysis of marketability statutes, it is submitted that an 
effective marketability act should incorporate provisions of both the Iowa 
and Michigan acts. Combining the language of the Iowa statute and the 
limitation period of the Michigan act, the statute should preclude actions 
against the record title holder based upon any claims arising or existing prior 
to a twenty or twenty-five year period if the owner is in actual possession 
and has an unbroken chain of title for the stated interval. The re-recording 
provision of the Michigan act permitting persons to file claims on behalf of 
the claimant in order to preserve them for the statutory period would be 
advantageous to protect unascertained owners of future interests. Em- 
ploying a period of limitation, rather than a cut-off date like the Iowa 
statute, would seem preferable to escape the necessity of intermittent legis- 
lation moving the date forward. The language of the Iowa act would appear 
to be desirable because it has been held to be constitutional by the lowa 
courts and because it resembles usual statutes of limitation with which 
lawyers are familiar. These two factors should be important in promoting 
acceptance of a marketability act by practicing lawyers, thereby providing 
an effective aid to title examiners in Illinois. 

ANN LITHERLAND 


27 Trustees of Schools of Township No. 1 v. Batdorf, 6 Ill. 2d 486, 130 N.E.2d 111 
(1955). See also Livingston v. Meyers, 6 Ill. 2d 325, 129 N.E.2d 12 (1955) (twenty and 
thirty-year limitations on mortgage liens sustained). 

28 Trustees of Schools of Township No. 1 v. Batdorf, supra note 27, at 492-93, 130 
N.E.2d at 115. 

29 Jennings v. Capen, 321 Ill. 291, 151 N.E. 900 (1926) (sustained statute terminating 
the right of life tenant and remainderman to destroy contingent remainders); Prall v. 
Burckhartt, 299 Ill. 19, 132 N.E. 280 (1921) (sustained statute terminating the possi- 
bility of reverter of land for streets); McNeer v. McNeer, 142 Ill. 388, 32 N.E. 681 
(1892) (sustained statute abolishing the estate of curtesy). 
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Comment, Ambulance Chasing: A Success Story, 1957 U. Itt. L. Forum 
309. Note 18, p. 312 should read: In 1957 a bill was passed by the Illinois 
General Assembly which makes it unlawful for any person, not an attorney, 
to solicit directly or indirectly any claim for personal injuries or death for 
the purpose of bringing action on or of settling the claim. H.B. 1065, 70th 
Ill. Gen. Assembly (1957). Approved by the governor on July 11, 1957. 

















Recent Decisions 


CONFLICT OF LAWS—Foreign Judgment Entitled to Full Faith and 
Credit in State Which Had Abolished the Original Cause of Action. 
(New York) 


Plaintiff, a Vermont resident, brought suit in New York upon a Vermont 
judgment against defendant, a New York resident, for alienation of affec- 
tions and criminal conversation. Defendant alleged that plaintiff admitted 
the facts creating the cause of action upon which the foreign judgment was 
rendered to have occurred in New York, and answered that the present 
action was therefore barred by a New York statute which provided that, 
“No act hereafter done within this state shall operate to give rise, either 
within or without this state,” to a cause of action for alienation of affections 
or criminal conversation.’ Plaintiff's motion for judgment on the pleadings 
was granted. On appeal, held: Affirmed. Even if plaintiff had admitted 
that the facts creating the cause of action for alienation of affections oc- 
curred in New York, the statute does not abolish actions on foreign judg- 
ments based on the prohibited subject matter. Had the legislature attempted 
to do this, it would have risked violating the full faith and credit clause.? 
Parker v. Hoefer, 2 N.Y.2d 612, 142 N.E.2d 194 (1957), cert. denied, 
26 U.S.L. Week 3117 (Oct. 14, 1957) (No. 304). 

The United States Constitution, Article IV, § 1 provides that: 


“Full Faith and Credit shall be given in each State to the public Acts, 
Records, and judicial Proceedings of every other State. And the Con- 
gress may by general Laws prescribe the Manner in which such Acts, 
Records, and Proceedings shall be proved, and the Effect thereof.” 


Assuming that the facts constituting the basis for the first action did 
in fact occur in New York and that plaintiff and her husband were domi- 
ciled in Vermont,’ a preliminary inquiry is whether Vermont, in the orig- 
inal action, should have given full faith and credit to the New York statute. 

Up to now, the decisions seem to have considered only the extra- 
territorial effect of statutes controlling stockholder’s liability,* insurance 
contracts,5 wrongful death actions,* and workmen’s compensation.?- How- 
ever the trend of the last twenty years indicates an increasing application 
of the full faith and credit clause to statutes of all kinds. In general, before 


1N. Y. Civ. Prac. Act § 61-d. 

2U.S. Const. art. IV, § 1. 

3 Neither of these facts was actually recognized by the court in the instant case. 
* Converse v. Hamilton, 224 U.S. 243, 32 Sup. Cr. 415 (1912). 


5 Order of United Commercial Travelers v. Wolfe, 331 U.S. 586, 67 Sup. Ct. 1355 
(1947); Griffin v. McCoach, 313 U.S. 498, 61 Sup. Cr. 1023 (1941). 

6 Hughes v. Fetter, 341 U.S. 609, 71 Sup. Cr. 980 (1951). 

7 Carroll v. Lanza, 349 U.S. 408, 75 Sup. Ct. 804 (1955). See, in general, Sumner, 
The Status of Public Acts in Sister States, 3 U.C.L.A. L. Rev. 1 (1955). 
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requiring the forum state to give effect to a foreign statute, the Supreme 
Court has demanded that the foreign state have a superior legislative 
interest. Thus, South Dakota was required to give full faith and credit to 
a clause in a contract between a South Dakota resident and an Ohio fra- 
ternal benefit society which limited the time for actions, even though South 
Dakota had, by statute, voided such provisions in contracts, because the 
interest of Ohio, which sanctioned the contract, was greater.? A con- 
gressional amendment of 1948,!° directing that full faith and credit be given 
to public acts as well as judgments, has not changed this approach." 
Assuming still that the acts giving rise to the cause in Vermont occurred 
in New York, then both states have important interests: New York in 
shielding its residents from foreign liability for domestic conduct and 
Vermont in safeguarding the marital interests of its domiciliaries. Where, 
as here, both states have legislative jurisdiction,!? national unity is not neces- 
sarily furthered by automatically requiring each state to give full faith and 
credit to the laws of the other without considering the local interests. Nor 
can it be achieved by allowing the forum to follow its own policy regard- 
less of greater outside concerns. A better, although imperfect, solution is 
the balance of interests test employed by the Supreme Court.!* In using 


8 Carroll v. Lanza, supra note 7; Hughes v. Fetter, supra note 6; Griffin v. Mc- 
Coach, supra note 5. The Supreme Court is the final arbiter of whether full faith and 
credit to a statute is necessary. Alaska Packers Ass’n v. Industrial Accident Comm’n, 
294 U.S. 532, 55 Sup. Ct. 518 (1935). The results vary, however, with the type of 
statute considered. Compare Order of United Commercial Travelers v. Wolfe, supra 
note 5, with Carroll v. Lanza, supra note 7, wherein Mr. Justice Frankfurter, in dissent, 
points out that credit will be most often required where uniform interpretation is 
necessary (as in fixing shareholder’s liability); and that recognition of local interests 
increases as the need for uniformity declines. 

® Order of United Commercial Travelers v. Wolfe, supra note 5. 

1028 U.S.C. § 1738 (1952). 

11 Previously, the.explanation for the more liberal interpretation of the clause with 
regard to statutes than with respect to judgments was the failure of Congress to state 
that public acts were entitled to credit. Magnolia Petroleum Co. v. Hunt, 320 U.S. 430, 
64 Sup. Ct. 208 (1943). The dissent’s reference to this amendment in Carroll v. Lanza, 
supra note 7, was ignored in the majority opinion. 

To the effect that no significant change was intended by the amendment, see 
Sumner, supra note 7, at 3. 

12 “Tf consequences of an act done in one state occur in another state, each state 
in which any event in the series of act and consequences occurs may exercise legislative 
jurisdiction to create rights or other interests as a result thereof.” RrsTATEMENT, Con- 
FLict oF LAws § 65 (1934). This problem of choice of law should be distinguished 
from a situation such as occurred in Hughes v. Fetter, 341 U.S. 609, 71 Sup. Ct. 980 
(1951), where Wisconsin refused to entertain an action predicated on the Illinois 
Wrongful Death Act, not because of any legislative interest arising from the specific 
facts, but merely because of a general policy against enforcing such out-of-state causes 
of action. 

13 But see Jackson, Full Faith and Credit—The Lawyer’s Clause of the Constitution, 
45 CoLtum. L. Rev. 1 (1945). It may, at times, be impossible to reduce competing 
interests to a common denominator for purposes of comparison. Moreover, the Supreme 
Court is ill-equipped to make factual, as opposed to theoretical, determinations of state 
concerns. 
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this approach, the Court will assume that the local interest is of sufficient 
weight to justify application of the law of the forum unless the foreign 
interest is proved superior.!* Since the interests here seem equal, or perhaps 
impossible to evaluate, the presumption in favor of the local jurisdiction 
upholds the application by Vermont of its own law.’ 

In the principal case, the issue was whether New York was required 
to give full faith and credit to the Vermont judgment even though the 
cause upon which it was based contravened New York policy. In general, 
full faith and credit must be accorded a civil judgment, especially where 
it is for a fixed sum of money, even when the state of enforcement has a 
contrary policy and a superior legislative interest in the merits of the 
action.'® However, Chief Justice Stone and other justices, in situations not 
involving ordinary money judgments, have suggested that the full faith and 
credit clause should yield where a foreign judgment has adjudicated matters 
peculiarly within the legislative jurisdiction of another state.17 Thus, a 
state of marital domicile, which had granted a support decree which under 
its law could not survive a divorce, was not required, in an action to ter- 
minate the decree, to give full faith and credit for this purpose to a divorce 


14 Alaska Packers Ass’n v. Industrial Accident Comm’n, 294 U.S. 532, 55 Sup. Ct. 
518 (1935). As Mr. Justice Frankfurter contends in his dissenting opinion in Carroll v. 
Lanza, 349 U.S. 408, 75 Sup. Ct. 804 (1955), local diversity should be restricted where 
uniform interpretation is necessary. This need is not as great in the instant case as, for 
example, in the case of shareholder’s liability. 


15In a somewhat similar case, Gordon v. Parker, 83 F. Supp. 40 (D. Mass. 1949), 
aff'd, 178 F.2d 888 (1st Cir. 1949), the full faith and credit clause was not discussed, 
apparently because it was not raised by counsel. Massachusetts, where defendant had 
charmed plaintiff’s wife, recognized the tort of alienation of affections, but Pennsylvania, 
the state of marital domicile, had abolished the action. The usual rule, that the sub- 
stantive law of the place where the last event necessary for liability occurred should 
govern, was wisely avoided since where the injury is to relational interests, such as the 
spouse’s right to consortium, it is difficult to locate a geographical point of injury. In- 
stead, the court balanced the relative state interests involved. Recovery was allowed 
since the court regarded Massachusetts’ interest in controlling wrongful conduct as 
vital, and questioned whether Pennsylvania intended to deny its spouses foreign relief 
against foreign defendants. See 62 Harv. L. Rev. 1065 (1949), 1 Stan. L. Rev. 759 
(1949). Thus, by employing a balance of interests test similar to the one used with 
regard to granting full faith and credit to statutes, the court arrived at a result probably 
identical to that which would have been reached had the constitutional question been 
considered. 

16 Morris v. Jones, 329 U.S. 545, 67 Sup. Ct. 451 (1947); Fauntleroy v. Lum, 210 
US. 230, 28 Sup. Ct. 641 (1908) (Mississippi required to enforce Missouri judgment 
for breach of a gambling contract made in Mississippi by Mississippi residents and 
originally unenforceable there because illegal); Christmas v. Russel, 72 U.S. (5 Wall.) 
290 (1866). The original claim is said to merge in the judgment, thus barring further 
consideration on the merits. Magnolia Petroleum Co. v. Hunt, supra note 11. 

17 Yarborough v. Yarborough, 290 U.S. 202, 213, 54 Sup. Ct. 181, 185 (1933) 
(dissent). See also Estin v. Estin, 334 U.S. 541, 68 Sup. Cr. 1213 (1948); Esenwein v. 
Pennsylvania ex rel. Esenwein, 325 U.S. 279, 281, 65 Sup. Cr. 1118, 1119 (1945) (con- 
curring opinion); Sherrer v. Sherrer, 334 U.S. 343, 356, 68 Sup. Ct. 1087, 1097 (1948) 
(dissent). 
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obtained elsewhere in an ex parte action.1® Although this theory might 
also be employed to deny full faith and credit to ordinary money judg- 
ment,’® it is believed that it should be restricted to cases involving a con- 
tinuing relationship, such as that of parent and child.?° 

Since a state with a superior legislative interest need not give full faith 
and credit to a foreign statute, why should it be required to enforce a judg- 
ment of that foreign state predicated on the same statute? Ordinary final 
money judgments must be recognized without consideration of the merits 
of the original cause in order to promote national unity by preventing re- 
litigation in each interested state. As the Supreme Court has said: 


“..+. The full faith and credit clause like the commerce clause... . 
became a nationally unifying force. It altered the status of the several 
states as independent foreign sovereignties, each free to ignore rights 
and obligations created under laws or established by judicial proceedings 
of the others, by making each an integral part of a single nation, in 
which rights judicially established in any part are given nation-wide 
application.” ?1 


Full faith and credit to judgments need not always be granted where 
a continuing relationship is involved since a judgment in one state may not 
eliminate the need for future adjustment by another state in which one or 
more of the parties are domiciled.” If the original tribunal in rendering a 
judgment has erroneously failed to recognize a foreign statute, the defendant 
should appeal directly on this ground from that action to the Supreme 


18Estin v. Estin, supra note 17. The court in this case also based its opinion on 
the lack of personal jurisdiction by the state granting the divorce over the spouse to 
whom the support decree had been granted. 


19In Morris v. Jones, supra note 16, the statutory liquidator of an Illinois com- 
pany, before whom all claims had to be established, was required to recognize a claim 
based on a Missouri judgment obtained after notice of liquidation proceedings. Mr. 
Justice Frankfurter, dissenting, said: 

“.... [T]he Full Faith and Credit clause does not imply that a judgment validly 
procured in one State is automatically enforceable in another, quite regardless of the 
consequences of such enforcement upon that State’s policy in matters peculiarly within 


its control. 
“ 


“ 


. . . . Considering the primary and predominant relation of Illinois in the adjust- 
ment of these conflicting interests, considering, that is, that we are dealing with a 
creature of Illinois and the property of that creature within her bounds, neither demands 
of fairness nor anything in the Constitution requires that the interests of out-of-State 
creditors should control the Constitutional issue.” 329 U.S. 545, 554, 558, 563, 67 Sup. Ct. 
451, 457, 459, 462 (1946). 

20Reese and Johnson, The Scope of Full Faith and Credit to Judgments, 49 
Cotum. L. Rev. 153 (1949). In this instance, a foreign judgment may not eliminate the 
need for future adjustment by the state of domicile. For example, a previous support 
award granted by a foreign state should not bar the state of the child’s domicile from 
increasing the amount for which the parent was obligated. 


21 Magnolia Petroleum Co. v. Hunt, 320 U.S. 430, 439, 64 Sup. Ct. 208, 214 (1943). 
22 See note 20 supra. 
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Court rather than raise the objection in a subsequent action brought in 
another state to enforce the judgment. Even if such appeal is precluded, as 
where the policy of the foreign state is expressed by case rather than 
statutory law,?’ the foreign judgment should be recognized if the full faith 
and credit clause is to remain a nationally unifying force. 

It is submitted, therefore, that the court should continue to require full 
faith and credit for civil judgments for a fixed sum even though this may 
occasionally defeat a local policy. If, as in the principal case, a legitimate 
concern of a state is ignored in favor of greater national unity, “such is 
part of the price of our federal system.” *4 James G. ARCHER 


CONSTITUTIONAL LAW—Obscenity Is Not Within the Area of Con- 
stitutionally Protected Speech and Press. (United States) 


Defendant Roth was convicted of violating the Federal Obscenity 
Statute! by employing the mail to circulate obscene literature. Defendant 
Alberts was convicted of violating the California Penal Code ? by selling and 
advertising obscene books. There was no challenge to the trial courts’ find- 
ings that the writings in each case were obscene. Defendants contended, 
however, that these statutes violated the freedom of speech and press 
guaranteed by the first and fourteenth amendments. On appeal, held: 
Affirmed. Obscenity is not within the area of constitutionally protected 
speech or press. Roth v. United States, 354 U.S. 476, 77 Sup. Ct. 1304 
(1957). 


23 Although full faith and credit has not as yet been required for policies based 
on case law, this distinction has been questioned and may eventually be eliminated. 
See Sumner, supra note 7. 


24 Williams v. North Carolina, 317 U.S. 287, 302, 63 Sup. Ct. 207, 215 (1942). 

1 The pertinent part of the federal obscenity statute provides that “every obscene, 
lewd, lacivious, or filthy book, or other publication of an indecent character .. . is de- 
clared to be non-mailable matter and . . . whoever knowlingly deposits for mailing 
or delivery, anything declared by this section to be non-mailable .. . shall be fined not 
more than $5,000 or imprisoned not more than five years, or both... .” 62 Strat. 768, 
18 U.S.C. § 1461 (1950). (The 1955 amendment of this statute is not applicable to this 
case.) 

2 The pertinent part of the California Penal Code provides that “every person who 
wilfully and lewdly, either . . . sells, distributes, keeps for sale, . . . or publishes any 
notice or advertisement of any such [obscene] writing, paper [or] book .. . is guilty 
of a misdemeanor... .” Cat. Pen. Cope § 311 (West 1955). 

3 Prior to the instant case, the Court had never conclusively decided whether ob- 
scenity was entitled to constitutional protection. In Doubleday & Co. v. New York, 
335 U.S. 848, 69 Sup. Ct. 79 (1946), a conviction under the New York obscenity statute 
was affirmed over the defendant’s contention that freedom of speech was violated. The 
Court divided 4-4 with no opinions. Many times in dicta, the Court has expressed the 
view that obscenity is not in the area of constitutionally protected speech or press. 
See, e.g., Beauharnais v. Illinois, 343 U.S. 250, 72 Sup. Ct. 725 (1952); Winters v. People 
of New York, 333 U.S. 507, 68 Sup. Ct. 665 (1948); Chaplinsky v. New Hampshire, 
315 U.S. 568, 62 Sup. Ct. 766 (1941). Doubt has been cast on whether this dicta was 
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The instant case involves the conflict of two primary interests of society 
freedom of speech and the prohibition of obscenity. Out of the vast 
amount of literature, extending from “hard core” pornography, which is 
clearly objectionable, to those publications obviously in harmony with 
society’s sense of moral propriety, the courts have attempted to delineate 
an area of legally objectionable works which they describe as obscene.* This 
is an extremely difficult task because “ ‘obscenity’ is very much a figment of 
the imagination—an undeniable something in the minds of some and not in 
the minds of others; and is not the same in the minds of the people of every 
clime and country, nor the same today that it was yesterday or will be to- 
morrow.” ® As a result, any norm used to define obscenity and to resolve 
the free speech—obscenity conflict will raise serious constitutional questions. 
The standards applied in the principal case are no exception. 

To aid in determining what literature is obscene, the Court, in the case 
at bar, approved the employment of either of two tests. Objectionable ma- 
terial is described as that which either tends to arouse lustful thoughts or 
which deals with sex in a manner appealing to prurient interests. Of these 
two, the former is the more commonly used norm.’ However, this norm 
has been opposed on the grounds that it is difficult logically to support penal 
legislation that has as its goal the suppression of sexual thoughts.® “Thoughts 
and desires not manifested in overt antisocial conduct are generally regarded 
as the exclusive concern of the individual and his spiritual advisors.” ® Fur- 
thermore, realizing that under the broad scope of the “lustful thoughts” 
standard much great literature would be condemned, the courts have recog- 
nized a “classics exception” which precludes books of literary distinction 


directed at any serious speeches or writings about sex subjects. Lockhart & McClure, 
Literature, The Law of Obscenity, and the Constitution, 38 Minn. L. Rev. 295, 356 
(1954). 

* This area is referred to as a twilight zone containing such books as Memoirs of 
Hecate County which was termed a “pathological joke,” in 43 Commonweal 660 (Apr. 
12, 1946), and as “a good” and “a distinguished” book in the N.Y. Times Book Review, 
Mar. 31, 1946, pp. 7, 16. 

5 State v. Lerner, 81 N.E.2d 282, 286 (C.P. Ohio, 1948). 


6 This test is advocated by the proposed Model Penal Code which defines prurient 
interest as an “exacerbated, morbid, or perverted interest growing out of the conflict 
between the universal sexual drive of the individual and equally universal social con- 
trol of sexual activity.” Monet Penat Cope § 207.10, Comment 6 at 29 (Tent. Draft 
No. 16, 1957). In the recent case of Times Film Corp. v. City of Chicago, 26 U.S.L. 
Week 3145 (U.S. Nov. 12, 1957) (No. 18), the decision of the Chicago Censorship 
Board banning the movie The Game of Love because it was “obscene” was reversed. 
The Court indicated that by the standards for judging literature approved in the Roth 
case the movie was not obscene. Therefore, it appears that the Roth norms now apply 
to movies. See N.Y. Times, Nov. 14, 1957, § C, p. 40, col. 1. 


7 Mover Pena Cope § 207.10, Comment 6 at 29 (Tent. Draft No. 6, 1957). 
8 Jd. at 20. 
9 Ibid. 
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from falling within the statutory ban.!° Concerning this exception, however, 
Judge Frank in his concurring opinion in the circuit court decision of 
United States v. Roth ™ stated that: 


“The truth is . . . the courts have excepted the ‘classics’ from the 
federal obscenity statute, since otherwise most Americans would be de- 
prived of access to many masterpieces of literature and the pictorial 
arts, and a statute yielding such deprivation would not only be 
laughably absurd but would squarely oppose the intention of the culti- 
vated men who framed and adopted the First Amendment.” !? 


Judge Frank concludes, therefore that since the “lustful thoughts” standard 
is so broad as to include, for example even the Bible, it is by its very terms 
unconstitutional. The majority of the courts, in effect, admit that this is so 
by reading into the statute an exception which cannot honestly be con- 
tended to have a reasonable basis in the statutory language.!* However, the 
Supreme Court in the principal case upheld the validity of the standard, and 
indicated its approval of the “classics exception” by stating that, “The por- 
trayal of sex, e.g., in art, literature and scientific works, is not sufficient 
reason to deny material the constitutional protection of freedom of speech 
and press,” 14 

Apparently the Court felt that writings of literary merit are so readily 
distinguishable from obscene writings that a statute condemning “obscenity” 
is not void for indefiniteness but rather presents a reasonably defined norm. 
As pointed out by Mr. Justice Harlan, however, the fallacy in this reason- 
ing is the assumption that this distinction can easily be made and that 
obscenity is an isolable part of speech and writing, “as distinct, recognizable, 
and classifiable as poison ivy is among other plants.” 15 That these areas are 
not readily separable is evidenced by the conflicting opinions of various 
courts and by the fact that in some instances private groups have labelled 
“obscene” certain works which have been acknowledged by others as 
literary accomplishments.!® This confusion is made more serious by the 


10“... . No one can reconcile the currently accepted test of obscenity [lustful 
thoughts test] with the immunity of such ‘classics’ as, e.g., Aristophanes’ Lysistratra, 
Chaucer’s Canterbury Tales, Rabelais’ Gargantua and Pantagruel, Shakespeare’s Venus 
and Adonis, Fielding’s Tom Jones, or Balzac’s Droll Stories. For such ‘obscene’ writ- 
ings, just because of their greater artistry and charm, will presumably have far greater 
influence on readers than dull inartistic writings.” United States v. Roth, 237 F.2d 796, 
820 (2d Cir. 1956) (concurring opinion). 

11 237 F.2d 796 (2d Cir. 1956). 

127d, at 820. (Emphasis added.) 

13 [ bid. 

14 Roth v. United States, 354 U.S. 476, 487, 77 Sup. Cr. 1304, 1310 (1957). 

15 Jd. at 497, 77 Sup. Ct. at 1315 (1957). 

16 F.g,, Commonwealth v. Isenstadt, 318 Mass. 543, 62 N.E.2d 840 (1945), (Lillian 
Smith’s Strange Fruit); Commonwealth v. Friede, 271 Mass. 318, 171 N.E. 472 (1930) 
(Theodore Dreiser’s An American Tragedy). Among books that have been boycotted 
by private groups are: Algren, The Man with the Golden Arm; Forester, The African 














502 LAW FORUM 





[Vo. 1957 


holding in the instant case. Since a determination of “obscenity” is ap- 
parently a finding of fact, appellate review of decisions labelling aesthetic 
works “obscene” may be severely limited because of the absence of sub- 
stantial constitutional questions.17 

Proponents of the “prurient interests” test claim that this norm, by 
laying stress on the calculated appeal of the material rather than its tendency 
to arouse “lustful thoughts,” avoids the criticism that is directed to the 
suppression of thoughts.'® The recent case of Cincinnati v. Walton © sug- 
gests that there might in reality be more than a semantic difference between 
the two norms. The court therein apparently felt that material calculated to 
appeal to a prurient interest does not necessarily arouse lust in an adult of 
normal sex instincts.2° This conceivably is what Mr. Justice Harlan had in 


Queen; Hemingway, A Farewell to Arms; Michener, Tales of the South Pacific; 
Morley, Kitty Foyle. Books condemned by official censorship include: Maugham, 
Cakes and Ale and The Painted Veil; Faulkner, The Wild Palms and Sanctuary; Eaton, 
My Captain Waits; Wright, Native Son; Heggen, Mister Roberts. Lockhart & Mc- 
Clure, supra note 3, at 317-320. 


17 Mr. Justice Harlan states: “. ... [T]he constitutional question before us simply, 
becomes, as the Court says, whether ‘obscenity,’ as an abstraction, is protected by the 
First and Fourteenth Amendments, and the question whether a particular book may 
be suppressed becomes a mere matter of classification, of ‘fact,’ to be entrusted tc a 
fact-finder and insulated from independent constitutional judgment. But surely the 
problem cannot be solved in such a generalized fashion. Every communication has an 
individuality and ‘value’ of its own. The suppression of a particular writing or other 
tangible form of expression is, therefore, an individual matter, and in the nature of 
things every such suppression raises an individual constitutional problem, in which a 
reviewing court must determine for itself whether the attacked expression is suppressable 
within constitutional standards. Since those standards do not readily lend themselves 
to generalized definitions, the constitutional problem in the last analysis becomes one 
of particularized judgments which appellate courts must make for themselves. 

“I do not think that reviewing courts can escape this responsibility by saying that 
that the trier of the facts, be it a jury or a judge, has labelled the questioned matter as 
‘obscene,’ for if ‘obscenity’ is to be suppressed, the question whether a particular work 
is of that character involves not really an issue of fact but a question of constitutional 
judgment of the most sensitive kind.” 

In spite of this language, Justice Harlan voted to affirm the state court conviction 
on the basis that this is a policy determination of the state and review under the four- 
teenth amendment is limited. Roth v. United States, supra note 14, at 497, 77 Sup. Ct. 
at 315. However, Judge Bok in Commonwealth v. Gordon, 66 Pa. D. & C. 101, 136 
(1949), aff'd sub nom. Commonwealth v. Feigenbaum, 166 Pa. 120, 70 A.2d 389 (1950), 
points out that, “It is no longer possible that free speech be guaranteed Federally and 
denied locally; under modern methods of instantaneous communication such a dis- 
crepancy makes no sense.” Judge Bok further states: “The Fourteenth amendment to 
the Federal Constitution prohibits any State from encroaching upon freedom of speech 
and freedom of the press to the same extent that the first amendment prevents the 
Federal Congress from doing so... .” Supra at 138. 


18 MopeLt Penat Cope § 207.10, comment 6 at 29 (Tent. Draft No. 6, 1957). 
19 145 N.E.2d 407 (Cin. Munic. Ct. 1957). 


*0“There is little doubt in my mind that the groups of snapshots and magazines 
of nudes are calculated to appeal to the viewer’s prurient interest. . . . However, I 
cannot find that they have a substantial tendency to excite lustful desires in an adult 
of average sex instincts.” (Emphasis added.) Cincinnati v. Walton, supra note 19, at 413. 
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mind when he stated in the instant case that the “prurient interests” test 
raises questions of a different constitutional order. By applying this norm, 
a book which appeals predominantly to prurient interests but which would 
not excite a normal individual would be censored.2! It might successfully be 
argued from an analogy to Butler v. Michigan * that a statute framed on 
the “appeal to prurient interests” test, by limiting reading material to that 
which is not calculated to appeal to the prurient mind, would be uncon- 
stitutional as an arbitrary curtailment of expression.”® 

As standards for obscenity, the “lustful thoughts” and “prurient inter- 
ests” concepts are difficult to apply since there is no requirement that anti- 
social conduct be shown to have resulted from reading the material. Thus 
these tests are subjective rather than objective. Several writers have sug- 
gested that the “clear and present danger” ** of the material to provoke anti- 
social conduct would supply a more objective standard by which courts 
could constitutionally determine what is unprotected material.2* Ad- 
mittedly, this norm initially would seem also to be a subjective one in that 
it would appear to require only a speculative judgment that a certain ma- 
terial is designed to provoke antisocial conduct. But this judgment would 
seem to rest of necessity upon evidence that the material under considera- 
tion has provoked antisocial conduct or is of a type similar to that which 
has been shown to have contributed to antisocial behavior. Objectivity is 
achieved, therefore, by the fact that in matters of proof, it is necessary, in 
estimating probable conduct, to look to evidence of prior conduct which 
is manifest, rather than to thoughts which are impregnable. 

Although the origin of the “clear and present danger” doctrine is not 


*1 The Cincinnati v. Walton case avoids this result by taking the anamalous position 
that if a writing is “calculated to appeal to prurient interests,” it must still arouse “lustful 
thoughts” in the average person. See note 20 supra. 


22 352 U.S. 380, 77 Sup. Ct. 524 (1957). 


23 [bid. A state statute which authorized the banning of books that tend to corrupt 
the morals of youth was struck down as an arbitrary curtailment of expression. Mr. 
Justice Frankfurter concluded that such a broadly drawn statute would “reduce the 
adult population of Michigan to reading only what is fit for children.” 


24Mr. Justice Holmes set forth the classic definition of the “clear and present 
danger” test in Schenck v. United States, 249 U.S. 47, 52, 39 Sup. Ct. 247, 249 (1919): 
“The question in every case is whether the words used are used in such circumstances 
and are of such a nature as to create a clear and present danger that they will bring 
about the substantive evils that Congress has a right to prevent.” Dennis v. United States, 
341 U.S. 494, 71 Sup. Ct. 857 (1951), has made the test one of a “clear and probable” 
danger. 


25 Lockhart & McClure, supra note 3. And in Commonwealth v. Gordon, 66 Pa. 
D. & C. 101, 146 (1949), aff'd sub nom. Commonwealth v. Feigenbaum, 166 Pa. 120, 
70 A.2d 389 (1950), the court stated: “It seems impossible, in view of the late decisions 
under the first amendment, that the word ‘obscene’ can any longer stand alone, lighted 
up only by a vague and mystic sense of impurity, unless it is interpreted by other solid 
factors such as the clear and present danger, pornography, and divorcement from mere 
coarseness of vulgarity.” 











504 LAW FORUM [Vor. 1957 


clear, it has been applied in cases involving freedom of press,” speech,?? 
religion,?® and assembly,?® but it seems never to have been applied in a case 
involving obscenity. Mr. Justice Rutledge indicated during oral argument 
in Doubleday & Co. v. New York,®° that the “clear and present danger” 
test should be applicable in this area as well. 


“Before we get to the question of clear and present danger, we’ve got 
to have something which the State can forbid as dangerous. We are 
talking in a vacuum until we establish that there is some occasion for 
the exercise of the State’s power. 

“ 

“It is up to the State to demonstrate that there was a danger, and 
until they demonstrate that, plus the clarity and imminence of the 
danger, the constitutional prohibition would seem to apply.” #4 


Relying on Beauharnais v. Illinois,3* the Court in the principal case 
summarily refused to apply the “clear and present danger” test on the 
ground that it applies only where the writing or speech, in the first in- 
stance, is protected matter. It would seem, however, that this is a perversion 
of that norm, for like the “lustful thoughts” and “prurient interests” tests, 
it is a device for weighing and balancing the constitutional right to speak 
and write as one pleases against the gravity of the evil to be prevented.** It 
is used to determine what is unprotected,** and for courts to reach the con- 
clusion that something is unprotected before applying the test seems to be 
a begging of the question. 

The great virtue of the “clear and present danger” standard is that it 
decreases the instances of conflict between competing social interests by 
denying protection only to those publications which clearly present a prob- 
able danger to the public morals; and all other literature which is likely to 
provoke conflicting judgments is allowed to be weighed in the “market of 
public opinion” without suppression from governmental sources.®> Further- 


26 Bridges v. California, 314 U.S. 252, 62 Sup. Ct. 190 (1941). 

27 Herndon v. Lowry, 301 U.S. 242, 57 Sup. Ct. 732 (1937). 

28 Cantwell v. Connecticut, 310 U.S. 296, 60 Sup. Cr. 900 (1940). 

29See note 26 supra. 

30 335 U.S. 848, 69 Sup. Ct. 79 (1946). 

3117 U.S.L. Week 3118 (U.S. Oct. 26, 1948). 

32 343 U.S. 250, 72 Sup. Ct. 725 (1952). 

33 Lancaster, Judge Hand’s View on the Free Speech Problem, 10 Vano. L. Rev. 
301, 302 (1957). 

34 Dennis v. United States, 183 F.2d 201, 212 (2d Cir. 1950). 

85 Thornhill v. Alabama, 310 U.S. 88, 60 Sup. Ct. 736 (1940). Mr. Justice Holmes, 
dissenting in Abrams v. United States, 250 U.S. 616, 630, 40 Sup. Ct. 17, 22 (1919) 
stated that “when men have realized that time has upset many fighting faiths, they may 
come to believe even more than they believe the very foundation of their own conduct 
that the ultimate good desired is better reached by free trade in ideas—that the best 
test of truth is the power of the thought to get itself accepted in the competition of 
the market, and that truth is the only ground upon which their wishes safely can be 
carried out.” 
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more, the use of this norm would free the courts from the necessity of im- 
provising a “classics exception” and would seem to allow the determination 
of what is obscene to be regarded as a question of law, thus providing a 
basis for appellate review because of the presence of substantial constitu- 
tional issues.3* Notable literary efforts will be thereby liberated from the 
threat of another Comstock morality campaign.57 Because the “lustful 
thoughts” and “prurient interests” tests have failed to afford literature its 
deserved and needed protection, the Court would have followed a better 
course by applying the “clear and present danger” test. 


Marvin S. LIEBERMAN 


CRIMINAL LAW—Durham Test for Insanity Rejected. (Illinois) 


Richard Carpenter, on trial for the slaying of a Chicago policeman, 
pleaded insanity as his sole defense. He objected to three of the trial judge’s 
instructions ! concerning the test of insanity, arguing that they gave undue 
recognition to the intellectual faculty and were at variance with scientific 
realities. Although the instructions were admittedly in accord with previous 
Illinois decisions, the defendant contended that a simpler and clearer test 
of insanity was required. He offered a single instruction,? which provided 
that an accused is not criminally responsible if his act was the product of 
a diseased or defective mental condition. This was refused. The jury found 
Carpenter guilty of murder and he was sentenced to death. On appeal, held: 
Affirmed (per curiam). It was not error to instruct the jury that the 
accused was criminally responsible if he was able to distinguish right from 
wrong as to the particular act, provided he was able to choose either to do 
or not to do the act and to govern his conduct in accordance with such 
choice. People v. Carpenter, 11 Ill.2d 60, 142 N.E.2d 11 (1957). 


36 See, e.g., Dennis v. United States, 341 U.S. 494, 71 Sup. Ct. 857 (1951). 

37 See Brown AND LeEcH, ANTHONY Comstock (1927). 

1The two pertinent instructions are: “No. 17: ‘...[W]henever it appears from 
the evidence that at the time of doing the act charged the defendant was not of sound 
mind but affected with insanity and that such affliction was the efficient cause of the 
act, and that he would not have done the act but for that affliction, he ought to be 
acquitted. But the unsoundness of mind, or affliction of insanity, must be of such a 
degree as to create an uncontrollable impulse to do the act charged by overriding the 
reason and judgment and obliterating the sense of right or wrong as to the particular 
act done or depriving the accused of the power of choosing between right and wrong.’ ” 
People v. Carpenter, 11 Ill.2d 60, 62, 142 N.E.2d 11, 12 (1957). This is the “irresistible 
impulse” test; see also cases cited note 10 infra. 

“No. 27: ‘*.. [I]f you believe ... that... the defendant was able to distinguish 
right from wrong as to the particular act done and was able to choose between them 
and was able to control his action accordingly, then you can not acquit him on the 
ground of insanity.’” People v. Carpenter, supra at 63, 142 N.E.2d at 12. This is the 
modified “right-and-wrong” test; see also cases cited note 9 infra. 


2 People v. Carpenter, supra note 1, at 64, 142 N.E.2d at 13. 
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The search for an adequate test for criminal insanity has been Jong and 
turbulent. In M/cNaghten’s Case,3 the landmark decision in the area of mental 
disease and criminal responsibility, the judges in the House of Lords pro- 
posed as the basic test of sanity the accused’s ability to distinguish right from 
wrong. The McNaghten Rules were rapidly and extensively adopted in 
the United States 5 and the “right-and-wrong” rule is still the basic test for 
criminal insanity in most jurisdictions.® 

From the beginning the Rules have been subjected to a steady stream 
of criticism, a criticism not confined to doctors and psychiatrists,” but in- 
cluding judges and lawyers as well. The “right-and-wrong” test, these 
critics maintain, is inadequate and misleading since an accused may be per- 
fectly able to distinguish between the rightness and wrongness of his act 
and yet be totally unable to choose between the two or to govern his con- 
duct accordingly. 

Courts in Illinois have recognized this criticism and for many years 
have required that the “right-and-wrong” test be expanded to include the 
volitional elements of choice and control.® In addition, Illinois courts some- 
times use the “irresistible impulse” test,!° whereby an accused is not crim- 
inally responsible if an irresistible impulse caused by a mental disorder im- 
pelled him to do the act. The “irresistible impulse” test in Illinois seems to 


310 Clark & Fin. 200, 8 Eng. Rep. 718 (1843). 
* Jd. at 210, 8 Eng. Rep. at 722. 


5Dean v. State, 105 Ala. 21, 17 So. 28 (1894); State v. Mowry, 37 Kan. 369, 15 
Pac. 282 (1887); Anderson v. State, 25 Neb. 550, 41 N.W. 357 (1889); Flanagan v. 
People, 52 N.Y. 467 (1873); State v. Mewhinney, 43 Utah 135, 134 Pac. 632 (1913). See 
also list of cases, 22 C.J.S., Criminal Law § 59, at 124 (1940). 


®People v. Berry, 44 Cal.2d 426, 282 P.2d 861 (1955); State v. Jensen, 62 Ore. 
Adv. 851, 296 P.2d 618 (1956); Simpson v. State, 291 S.W.2d 341 (Tex. Crim. 1956); 
GLvueck, MENTAL DIsorDER AND THE CRIMINAL Law 214 (1925); Harno, Criminal Law 
and Procedure, 42 J. Crim. L., C. & PS. 429, 433 (1951); Kalven, Introduction, In- 
sanity and the Criminal Law, 22 U. Cut. L. Rev. 317 (1955). 


7 MERCIER, CRIMINAL RESPONSIBILITY 191-228 (1926); ZiLtBoorc, THE CriminaL Act 
AND PuNISHMENT 10-19 (1954); Overholser, Psychiatry and the Law—Cooperators or 
Antagonists?, 13 Psycutat. Q. 622 (1939). 


8 See, e.g., Parsons v. State, 81 Ala 577 (1886); GuTTMACHER AND WIEHOFEN, Psy- 
CHIATRY AND THE Law 403-423 (1952); 2 SrepHens, A History oF THE CRIMINAL LAw IN 
ENGLAND 152-186 (1883). 


®People v. Varecha, 353 Ill. 52, 57, 186 N.E. 607, 609 (1933); People v. Witte, 
350 Ill. 558, 573, 183 N.E. 622, 628 (1932); People v. Krauser, 315 Ill. 485, 513, 146 N.E. 
593, 603 (1925); People v. Cochran, 313 Ill. 508, 524, 145 N.E. 207, 211 (1925); People 
v. Geary, 298 Ill. 236, 245, 131 N.E. 652, 655 (1921); People v. Lowhone, 292 Ill. 32, 48, 
126 N.E. 620, 626 (1920); Hornish v. People, 142 Ill. 620, 625, 32 N.E. 677, 678 (1892). 

The “right-and-wrong” concept seems to be mandatory in Illinois. In O’Shea v. 
People, 218 Ill. 352, 75 N.E. 981 (1905), it was held error for the trial judge in ques- 
tioning witnesses to state that the issue of insanity does not involve questions of right 
and wrong. 


10 Hornish v. People, supra note 9; Dacey v. People 116 Ill. 555 (1886); Hopps v. 
People, 31 Ill. 385 (1863). 
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supplement the modified “right-and-wrong” rule, and judges, when they 
use both, usually list the two as separate tests." 

Continued criticism of both the traditional tests and the modified tests 
has resulted in a number of proposals for more complete reform, and for 
some sort of “working agreement” with modern psychiatry.!* In 1954 the 
Court of Appeals of the District of Columbia in the now-famous case of 
Durham v. United States ** enunciated a purportedly more simple and accu- 
rate test: “[A]n accused is not criminally responsible if the unlawful act 
was the product of mental disease or mental defect.” 4 The Durham rule 
has been both hailed and condemned and has served to inject still more life 
into an already lively controversy.'® 

The Carpenter case is the first instance in which the Illinois Supreme 
Court has considered the adoption of the Durham rule. The accused’s argu- 
ment that the trial judge’s instructions gave undue recognition to the in- 
tellectual faculty and failed to consider the impairment of the volitional 
capacity or will was rejected by the court with the observation that each 
of the three instructions had specifically stated the volitional requirements 
of choice and control. The court re-emphasized that the unmodified “right- 
and-wrong” rule is not the correct test in Illinois. 

Turning to the Durham-type instruction which the defendant had re- 
quested, the court could see little substantive difference between this and the 
trial judge’s instructions. Moreover, since the Durham test did not ade- 
quately define the concepts “mental disease,” “mental defect,” and “product,” 
the court indicated that the trial judge’s instructions were actually more 
explicit, articulate, and useful, especially as understood by the ordinary jury. 
“The need in this area is for more clarification, and the Durham instruction 
does not supply it.”16 The decision intimates that the door is not closed 
to further modifications of the Illinois view. 

It is submitted that the Illinois position, patchwork and makeshift as 
it may appear, affords rather substantial protection to both the defendants 
and the state. To overcome a defense of insanity, the prosecution must show 
that the accused had the ability (1) to distinguish right from wrong, and 
(2) to choose right from wrong, and (3) to act in accordance with such 


11 See Hornish v. People, supra note 9. 

12 GLUECK, Op. cit. supra note 6, at 476-87. 

13214 F.2d 862 (D.C. Cir. 1954). The court was admittedly influenced by State v. 
Pike, 49 N.H. 399 (1869). New Hampshire has consistently rejected both the “right- 
and-wrong” rule and the “irresistible impulse” test. 

14Durham v. United States, supra note 13, at 874-75. 

15 Symposium: Insanity and the Criminal Law—A Critique of Durham v. United 
States, 22 U. Cut. L. Rev. 317 (1955); Hall, In Defense of the McNaghten Rules, 42 
A.B.A.J. 917 (1956); Sobeloff, Insanity and the Criminal Law: From McNaghten to 
Durham, and Beyond, 41 A.B.A.J. 793 (1955). 


16 People v. Carpenter, 11 IIl.2d 60, 68, 142 N.E.2d 11, 15 (1957). 
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choice.17 The defendant must show that his inability to distinguish right 
from wrong refers to the act in question and not merely to right and wrong 
in the abstract.’ Furthermore, the defendant’s inability to distinguish, 
choose, and act must occur at the time of the act in question !® and must 
have a causal connection with the act in question.?° Considering all the 
limitations which the Illinois courts impose upon the “right-and-wrong” 
test, it is difficult to visualize a situation where serious injustice could have 
been averted merely by presenting to the jury a different set of instructions. 

Under the facts of the Carpenter case it would seem that the instruc- 
tions there presented were as favorable to the accused as any he might have 
expected; it is hard to see how he would have fared any better under a 
Durham-type instruction. The evidence relied upon by the defendant was 
limited to the testimony of his uncle and one psychiatrist,”1 the latter ad- 
mitting that the accused was able to distinguish between right and wrong 
and had the power of choice. The remaining testimony ** tended to show 
that the defendant was actually an unusually sane and collected individual, 
and that the killing of the police officer, far from being an act of insanity, 
was in fact only a calculated risk taken by an experienced criminal. One has 
the feeling that in reviewing the Carpenter case the judges were not too 
impressed with the accused’s plea of insanity. 

However, even under a set of facts which would afford a fairer test of 
the Durham decision, the Illinois court can be expected to continue its 
support of the existing tests, because of their long history and the protection 
which they afford. At the same time, there is no indication that the evolu- 
tionary process which has carried the tests to their present state will cease. 
While future modifications may be influenced to some degree by the liberal 
climate of Durham v. United States, chances for the specific adoption of 
the Durham test in Illinois seem remote at this time. 


HEIN JUERGENSEN 


DIVORCE—Foreign Ex Parte Alimony Decree Denied Full Faith and 
Credit. (United States) 


Petitioner and respondent separated in 1952 while residing in Cali- 
fornia. Petitioner thereafter sought and secured a decree of final divorce in 
Nevada which purported to release both himself and his wife from “the 


17 See note 9 supra. 


18 People v. Varecha, 353 Ill. 52, 186 N.E. 607 (1933); People v. Lowhone, 292 
Ill. 32, 126 N.E. 620 (1920). 


® People v. Witte, 350 Ill. 558, 183 N.E. 622 (1932); People v. Krauser, 315 Ill. 
485, 146 N.E. 593 (1925). 


*0 [bid., Hornish v. People, 142 Ill. 620, 32 N.E. 677 (1892). 
1 People v. Carpenter, supra note 16, at 72, 142 N.E.2d at 17. 
22 Id. at 68, 142 N.E.2d at 15. 
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bonds of matrimony and all duties and obligations thereof. . . .” 1 Respond- 
ent wife had neither been served with process in Nevada, nor had she ap- 
peared before the court. Prior to the divorce proceedings, she had moved 
to New York where, subsequent to the Nevada divorce, she commenced 
action for separation and alimony under section 1170-b of the New York 
Civil Practice Act.? Petitioner was served by publication and his property 
within the state was sequestered. He then appeared specially and, among 
other defenses, alleged that the full faith and credit clause of the United 
States Constitution? obligated the New York courts to recognize the 
Nevada decree as having ended the marriage and as having terminated any 
duty of support. While the trial court found the Nevada decree valid insofar 
as it purported to dissolve the marriage, it nevertheless ordered petitioner 
to make support payments. This support order was sustained by the appel- 
late division ® and the New York Court of Appeals. * On certiorari, held: 
Affirmed (two justices dissenting). Since the Nevada court did not have 
personal jurisdiction over the respondent, the decree, to the extent that it 
purported to dissolve the wife’s right to support, was void. The full faith 
and credit clause does not compel the New York courts to recognize the 
ex parte Nevada support decree. Vanderbilt v. Vanderbilt, 354 U.S. 416, 77 
Sup. Ct. 1360 (1957). 

The basic problem confronting the Court in the instant case was whether 
a New York court could, consistent with the requirements of full faith and 
credit, award alimony to the wife after the husband had obtained a valid 
Nevada divorce decree expressly denying that obligation. The present 
holding appears consistent with prior decisions in the area of divisible 
divorce and full faith and credit, and serves again to illustrate the limited 
effect given a foreign ex parte divorce decree.’ 

The concept of divisible divorce has as its origin the fundamental differ- 


1In Nevada, the effect of the decree was to terminate the husband’s duty to sup- 
port the wife. Herrick v. Herrick, 55 Nev. 59, 25 P.2d 378 (1933); Sweeney v. Sweeney, 
42 Nev. 431, 179 Pac. 638 (1919). 


2“Tn an action for divorce, separation or annulment, . . . where the court re- 
fuses to grant such relief by reason of a finding by the court that a divorce .. . de- 
claring the marriage a nullity had previously been granted to the husband in an action 
in which jurisdiction over the person of the wife was not obtained, the court may, 
nevertheless, render in the same action such judgment as justice may require for the 
maintenance of the wife.” 6A Gitpert ANp Buss, N.Y. Civ. Prac. Act, § 1170-b (1956 
Supp.). 

U.S. Const. art. IV, § 1. 

#207 Misc. 294, 138 N.Y.S.2d 222 (Sup. Ct. 1955). 

51 App. Div. 3, 147 N.Y.S.2d 125 (1st Dep’t 1955). 

61 N.Y.2d 342, 135 N.E.2d 553 (1956). 

™See May v. Anderson, 345 U.S. 528, 73 Sup. Ct. 840 (1953) (child custody); 
Estin v. Estin, 334 U.S. 541, 68 Sup. Ct. 1213 (1948) (prior support order); Esenwein 
; v. Commonwealth ex rel. Esenwein, 325 U.S. 279, 65 Sup. Ct. 1118 (1945) (concurring 
opinion); Hopson v. Hopson, 221 F.2d 839 (D.C. Cir. 1955) (alimony). 
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ences between the marital status and its incidental rights, such as maintenance 
and child support. In explaining this distinction, Goodrich states that while 
a divorce decree is an act of law operating upon the marital status of hus- 
band and wife and is considered an action in rem,® an alimony award is a 
personal judgment.® This principle was first announced by the Supreme 
Court in Estin v. Estin. In that case, the New York courts had given 
effect to a foreign ex parte divorce decree insofar as it purported to dissolve 
the marital status, but had refused to recognize the accompanying modi- 
fication of its own support order entered in a prior separation suit. On 
certiorari, the Supreme Court of the United States affirmed the New York 
court and reasoned that while Nevada had an interest in the marital status 
of its domiciliary, New York had an interest in the economic welfare of its 
domiciliary and could compel the ex-husband to support his former wife 
notwithstanding the valid divorce decree. The Court further stated that the 
New York support order was a property right of which the ex-wife could 
not subsequently be deprived in a divorce action by a court lacking per- 
sonal jurisdiction. 

Divisible divorce was also in issue in Armstrong v. Armstrong," de- 
cided one year before the instant case. In that case, the Supreme Court 
allowed an ex-wife to collect alimony through an Ohio court which had 
recognized an ex parte Florida divorce decree obtained by her former hus- 
band. The Court was divided, however, on the question as to whether the 
Florida decree was intended to be an adjudication on the subject of ali- 
mony, and therefore the question of full faith and credit was not decided. 
Thus, although the concurring opinion of Justice Black in the Armstrong 
case foreshadows the holding in the instant case, the latter presents the first 
instance in which the Supreme Court has squarely determined the efficacy 
of a prior ex parte alimony decree in a subsequent alimony action when the 
complaining spouse had not been personally served in the earlier proceeding. 

Justice Black, writing for the majority in the principal case, cited his 
concurring opinion in the Armstrong case as expounding more fully the 
reasons for denying full faith and credit here to the Nevada alimony decree. 
In the Armstrong case, he had taken the position that the Florida court had 
adjudicated the subject of alimony. Notwithstanding this, he urged that 
the Ohio court in which the ex-wife had brought her action for alimony 
was not required to give full faith and credit to the ex parte Florida decree 
insofar as it purported to adjudicate the subject of alimony. In arriving at 
that conclusion, he relied principally upon the case of Pennoyer v. Neff,'* 


8 GoopricH, Conriict or Laws 342 (2d ed. 1938). 

91d. at 362. 

10 Supra note 7. See also Kreiger v. Kreiger, 334 U.S. 555, 68 Sup. Ct. 1221 (1948). 
11350 U.S. 568, 76 Sup. Cr. 629 (1956). 

295 U.S. 714 (1878). 
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which held that a nonresident party could not be subjected to a personal 

- judgment without service in the jurisdiction or appearance before the 
tribunal, and upon the case of Estin v. Estin,!8 which held that alimony is 
such a personal judgment. 

The reasoning of the majority in the instant case can be stated to be 
that a judgment in one state is conclusive upon the merits in every other 
state only if the first state had jurisdiction to render the judgment.!* Since 
an alimony decree is a personal judgment,’ and since the Nevada court 
lacked personal jurisdiction of the respondent, it follows that the Nevada 
decree, insofar as it purported to affect respondent’s right to alimony, need 
not be accorded full faith and credit in the New York courts. 

While Justice Frankfurter conceded that the conclusion of the majority 
would be proper if an alimony award were in fact a personal judgment, he 
disputed the soundness of that premise. He maintained that an alimony pro- 
ceeding is not an in personam action. For this reason, he assailed the con- 
cept of divisible divorce and urged that it be abandoned as a “misnomer.” 

In attempting to refute the majority’s argument that an alimony pro- 
ceeding is a personal action, he stated that, “strictly speaking, all rights are 
eventually ‘personal.’ For example, a successful suit in admiralty against a 
ship results . . . not in loss to the ship but to its owner.” 1® Having thus 
ascribed an esoteric meaning to the word “personal,” he insisted that both 
alimony and divorce are “personal claims or obligations.” Despite this, 
however, he argued that New York must give full faith and credit to the 
entire Nevada decree and thereby necessarily intimated that an alimony 
proceeding is an in rem action. In so determining that issue, he failed to 
give credence to the rule that a court lacking personal jurisdiction of the 
husband can not enter a valid alimony decree against him,’* and for the 
same reasons, a court lacking personal jurisdiction of the wife can not render 


13 334 US. 541, 68 Sup. Cr. 1213 (1948). 


14 Williams v. North Carolina, 325 U.S. 226, 65 Sup. Cr. 1092 (1945); Thompson v. 
Whitman, 85 U.S. (18 Wall.) 457 (1873). 


15Estin v. Estin, supra note 13; Hopson v. Hopson, 221 F.2d 839 (D.C. Cir. 1955). 
See also Armstrong v. Armstrong, supra note 11; GoopricH, op. cit. supra note 8, at 
362. Contra, Thompson v. Thompson, 226 U.S. 551, 33 Sup. Ct. 129 (1913). The Su- 
preme Court held in the Thompson case that full faith and credit was to be given the 
refusal of the matrimonial domicile to grant alimony when it granted a divorce on 
the basis of substitute service. The Vanderbilt case overruled this decision insofar as it 
was inconsistent therewith. The Thompson decision had remained unaltered for 44 
years. However, in that period, it was never used by the Supreme Court as a basis for 
granting full faith and credit to an alimony decree awarded by the matrimonial domicile 
when the divorce was granted on the basis of substitute service. 

16 354 U.S. 416, 423, 77 Sup. Cr. 1360, 1365 (1957) (dissent). 

17 See, e.g., Beard v. Beard, 21 Ind. 321 (1863); Dillon v. Starin, 44 Neb. 881, 63 
N.W. 12 (1895); Hasselschwert v. Hasselschwert, 103 Ohio App. 202, 145 N.E.2d 
224 (1956); Prosser v. Warner, 47 Vt. 667 (1875). See also Armstrong v. Armstrong, 
350 US. 568, 76 Sup. Ct. 629 (1956) (concurring opinion). 
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a valid judgment denying her alimony.!® To accept Justice Frankfurter’s 
argument would require the Court totally to disregard firmly established 
state rules. 

Justice Frankfurter also re-examined the Estin case in his attempt to 
show that the judgment in the instant case should be reversed. He stated 
that the property right which the ex-wife held in that case by virtue of 
the prior New York support order was “crucial” to the determination of 
that case. Since there was no property right here to be protected, he rea- 
soned that the Estin case was not in point. Although it can not be denied 
that the theory of a property right in the prior support order was an im- 
portant factor in the Estin case, there is no real basis for concluding that 
it was “crucial” to the result reached.!® 

Justice Harlan would not have decided the constitutional issues in the 
instant case.2° Nevertheless, he stated that if the Court were compelled to 
reach those questions, he would concede that the interest of New York in 
its domiciliary is of sufficient weight to justify application of New York 
policies in determining what effect should be given to foreign ex parte 
divorces, as opposed to the surviving support rights of a New York domi- 
ciliary. 

The instance case does much to clarify some of the questions that had 
previously prevailed in the area of ex parte divorce and alimony. Even 
when confronted with admonitions 7! that the wife may now, after divorce, 
comb the nation for the jurisdiction according the most liberal alimony 
allowances, the decision in the instant case is desirable. It should serve 
as a deterrent to the husband who would desert his wife and migrate to a 
state where alimony awards are granted only as an incident of divorce. 
It should also relieve the deserted spouse of the burden of either travelling 
great distances to appear before a foreign tribunal or surrendering her right 
to support. 


RIcHARD Kirk 


18 Hopson v. Hopson, supra note 15. See also Armstrong v. Armstrong, supra 
note 17. 


19In Estin v. Estin, 334 US. 541, 68 Sup. Ct. 1213 (1948), the Court stated that 
“the result in this situation is to make the divorce divisible—to give effect to the 
Nevada decree insofar as it affects marital status and to make it ineffective on the issue 
of alimony. It accommodates the interest of both Nevada and New York in this broken 
marriage by restricting each state to the matter of her dominant concern.” See also 
Morris, Divisible Divorce, 64 Harv. L. Rev. 1287 (1951). 


20Tt was his contention that section 1165-a of the New York Civil Practice Act 
might require that respondent be domiciled in New York for one year prior to the 
time the divorce was awarded in Nevada before she could be accorded any privileges 
under section 1170-b. He urged that the case be remanded for reconsideration of this 
issue. 

21Such warnings are unfounded since the instant case is limited to situations in 
which the ex-wife was residing in the state awarding the alimony decree at the time 
the foreign ex parte decree was entered. 
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FEDERAL ESTATE TAX—Stock Dividends Declared on Stock Trans- 
ferred in Contemplation of Death Includible in Donor’s Gross Estate. 
(Federal) 


In 1947, 1948, and 1949 the decedent transferred by inter vivos gift a 
total of 774 shares of corporate stock to her husband. In 1948, the corpora- 
tion declared a stock dividend on outstanding stock and distributed thirty- 
two shares on the stock represented by the 1947 gift. In 1949, it declared 
a like dividend and distributed fifty-four shares on the stock represented by 
the 1947 and 1948 gifts. It was stipulated that the stock dividends were 
paid out of “current earnings” and that some portion of the 1948 dividends 
were paid out of profits in existence at the time of the donor’s original trans- 
fer. The value of the stock transferred as a gift was not lessened as a result 
of issuance of the stock dividends so that the stock dividends equalled the 
per share market value of the original shares at the time of the dividend. 
The Commissioner included in the decedent’s estate the value of the stock 
transferred, plus the value of all shares distributed as dividends thereon, as 
transfers made in contemplation of death. On appeal, held: Affirmed (4 
judges dissenting). Stock dividends on stock transferred in contemplation 
of death are property passing under the inter vivos transfer made by the 
decedent and are includible in the decedent’s gross estate under section 
811(c) of the 1939 Internal Revenue Code.! Estate of McGehee, 28 T.C. 
No. 44 (May 23, 1957). 

The purpose of section 811(c) is to preclude evasion of federal estate 
taxes through transfers which substitute for testamentary dispositions. The 
statute requires that property transferred in contemplation of death be in- 
cluded in the decedent’s gross estate and that it be valued as of the date of 
the donor’s death even though the taxable event is the inter vivos transfer.” 
In the instant case, the donor had made a gift of stock in contemplation of 
death, and before her decease, stock dividends had been declared. The ques- 
tion is thereby presented as to whether stock dividends declared after the 
date of the gift of the original stock, but before the date of the donor’s 
death, are to be included in the decedent’s taxable estate. There is no other 
reported decision on this subject. 

The administrative practice of the Treasury Department in ascertaining 
the property to be valued at the date of the donor’s death is to distinguish 
between contemplation of death transfers to a trust and those to an indi- 


1Int. Rev. Code of 1939, § 811(c) (1), 53 Strat. 120 (now Int. Rev. Cope or 1954, 
§ 2035 (a)). This section provides that the value of the decedent’s gross estate is to in- 
clude the value of all property “to the extent of any interest [of the decedent] therein 
of which ... [he] ... has at any time made a transfer . . . in contemplation of death.” 

The court also considered the question of whether a devise and a bequest to the 
husband of deceased qualified as a marital deduction under § 812(d) of the 1939 Internal 
Revenue Code. 


2 United States v. Wells, 283 U.S. 102, 51 Sup. Ct. 446 (1931). 
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vidual. Where the transfer is to a trust, the property includible in the 
donor’s gross estate is that comprising the trust corpus at the date of his 
death, regardless of reinvestments made by the trustee. Where the trans- 
fer is made to an individual, however, only the exact property which was 
the subject of the transfer is includible, and it is valued as of the date of the 
donor’s death even though the donee may have disposed of the property 
fortuitously or disastrously.* 

Because the gift in the instant case was to an individual, the court, in 
order to determine what property should be included in the decedent’s 
estate, applied the identical-property-transferred test which was first ap- 
proved in Humphrey v. Commissioner.5 The Tax Court concluded that 
the property transferred was not 774 shares of stock but rather the pro- 
portionate interest in the corporation represented by that stock. Since the 
proportionate interest in the corporation originally transferred is not 
changed by a stock dividend of common on common, the court ruled that 
the value of the proportionate interest on the date of decedent’s death in- 
cluded the aggregate value of the original shares plus any stock dividends. 
This view of the court finds support in Iglehart v. Commissioner, where 
it was said that: 


“.... The thing taxed is the transmission of property from the dead 
to the living. For the purpose of the tax, property transferred by the 
decedent in contemplation of death is in the same category as it would 
have been if the transfer had not been made and the transferred prop- 
erty had continued to be owned by the decedent up to the time of 
death.” ® 


The dissenting judges refused to recognize that the “property” trans- 
ferred was a proportionate interest in the corporation and concluded that 
the stock dividends were distinct property, not transferred by the decedent. 
To support their view, they cited the English case of Attorney Gen. v. 
Oldham,’ where, under a similar statute, the court held that the aggregate 


$Iglehart v. Commissioner, 77 F.2d 704 (5th Cir. 1935); see also 2 Scott, Trusts 
§ 236.7 (1956). 

*Humphrey v. Commissioner, 162 F.2d 1 (5th Cir. 1947). But see Bernard Kroger, 
P-H 1943 T.C. Mem. Dec. 4 43392, aff'd, 145 F.2d 901 (6th Cir. 1944), cert. denied, 
324 U.S. 866, 65 Sup. Ct. 915 (1944), where the court in dictum stated that if the 
transferee converts the gift into other property, the value of such other property at 
date of death is the measure of the tax. 

5 Supra note 4. The court concluded that the very property which the donor 
transferred—$40,000 in cash—was the property to be valued at the date of death, and 
its value was the same at the date of his death as it was at the date of the transfer even 
though the donees had lost more than one-half of the gift. 

®77 F.2d 704, 711 (5th Cir. 1935). This case involved a transfer in trust but the 
language used by the court applies equally well to outright transfers. 

7[1940] 1 K.B. 599, aff'd, [1940] 3 All E.R. 450. The court recognized that the 
shares which would bear the duty were less valuable and so less productive of duty 
than they would have been if the stock dividend had not been made. 
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of the shares transferred plus the subsequent dividends were not in sub- 
stance the same thing as the shares originally transferred. So long as the 
original shares retain their separate identity as to stock number, salability, 
etc., they can never be “the same thing plus something else.” § 

It has been argued that one of the consequences of adopting the dis- 
senting viewpoint would be that a donor could possibly avoid the estate tax 
simply by creating a corporation, by making a gift of his stock, and by sub- 
sequently causing the declaration of stock dividends before his death.® 
Such a possibility may have influenced the Tax Court in approving the 
Treasury Department’s practice of including stock dividends in the de- 
cedent’s estate,1° 

In determining the method to be used in evaluating stock includible in 
decedent’s estate, the Tax Court did not consider what appears to be the 
real issue. The property includible in the donor’s estate should not be 
ascertained merely by determining whether specific shares of stock or a 
proportionate interest in the corporation has been transferred by the 
decedent in contemplation of death. The basic question is whether the 
stock dividends have been declared out of surplus earned prior to the date 
of the transfer. If the surplus on which dividends, whether of cash or of 
stock, were declared was in existence at the date of the gift, then the value 
of that surplus should be included in the donor’s taxable estate. However, 
any earnings acquired by the corporation subsequent to the gift ought not 
properly be regarded as a part of the transfer by the donor. The Code re- 
quires that the property valued at the date of death be property which has 
been transferred.'! It is hard to conceive how earnings, not yet in existence, 
can be the subject of a transfer under the contemplation of death pro- 
vision. Although a method of evaluation founded on the above analysis 
would undoubtedly provide a more accurate basis for measuring the value 
of the property to be included in the gross estate, there are compelling 
reasons for the refusal of both the Tax Court and the Treasury Department 
to do so. Computation under such a system would be administratively 
feasible only in the area of small corporations where the assets at any par- 
ticular date could be readily ascertained; but in the widely held corporations 
listed on an exchange, it would be administratively impossible to determine 
in each case the entire assets of a corporation in existence at any specified 


8 Attorney Gen. v. Oldham, supra note 7, at 605. 

®See, e.g.. BERLE AND Means, THE MoperN CorPoRATION AND PRIVATE PROPERTY 
166-168 (1939). 

10Under the present practice of the Treasury, the burden of the tax may fall 
differently depending on whether a stock or a cash dividend is declared after the gift 
but before the date of death. If a cash dividend is declared, the dividend is treated 
as “other property” and not includible in the donor’s estate since these dividends are 
taxable to the transferee as income. Burns v. Commissioner, 177 F.2d 739 (5th Cir. 1949). 

11Int. Rev. Code of 1939, § 811(c) (1), 53 Srat. 120 (now Int. Rev. Cope or 1954, 
§ 2035(a)); Estate of Gidiwitz, 14 T.C. 1263 (1950), aff’d, 196 F.2d 813 (7th Cir. 1952). 
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date.!2 Whatever their reasons, it is clear that both the Tax Court and the 
Treasury Department refused to look into the corporate entity to determine 
the origin of its assets. 

Having refused to distinguish earnings existing at the time of the gift 
from earnings accumulated thereafter, the Tax Court, in the case at bar, was 
left with the simple alternatives of including the value either of all the stock 
dividends or of none. Since stock dividends do not alter in any way the 
pre-existing proportionate interest of the stockholder and do not increase 
the total value of his holding, the inclusion of all stock dividends in the 
gross estate is legally justifiable.1* The new certificates simply increase the 
number of shares which represent the shareholder’s interest and at the same 
time proportionately dilute the value of all shares.!* If a stock dividend had 
not been declared, the undistributed earnings accumulated subsequent to the 
date of the gift would have enhanced the value of the original stock and 
would have been included in the gross estate.15> Therefore, the evaluation of 
the property includible in the gross estate should not depend on such a 
fortuitous event as the declaration of a stock dividend. Furthermore, the 
legislative intent that gifts in contemplation of death be taxed as if the 
donor had retained the property until his death, irresistibly leads to the 
conclusion that the stock dividends which would have accrued to the donor 
be taxed along with the original stock transferred.!® 

It has been said that the general requirement of valuing the exact prop- 
erty transferred at the date of the donor’s death will be “ruinous” in certain 
instances.17 This possibility has been minimized by a recent amendment to 
the Code by which a transfer made more than three years before death is 
conclusively presumed not to have been made in contemplation of death.'® 
However, so long as the Treasury Department and the courts refuse to 
recognize the separate identity of earnings accrued after the date of a gift 


12Jt has been said that the Bureau has adopted its methods of evaluation under 
the contemplation of death provision solely for purposes of administrative convenience 
and then feebly attempted to find some underlying legal justification. See Pavenstadt, 
Taxation of Transfers in Contemplation of Death, 54 Yate L.J. 70, 87 (1944). 

13 Fisner v. MacComber, 252 U.S. 189, 40 Sup. Cr. 189 (1919). 

14Tt is not alway true, however, that a declaration of a stock dividend will lessen 
the value of the shares of the corporation. In the instant case the value of the original 
shares was the same after the declaration of the stock dividend as it was before the 
declaration. 

15 Burns v. Commissioner, 177 F.2d 739 (5th Cir. 1949). 

16 United States v. Wells, 283 U.S. 102, 51 Sup. Ct. 446 (1931). 

17 “Suppose that a decedent transferred shares of speculative stock having a value 
of $10,000. The donee shortly thereafter sold the stock for $10,000 and reinvested in 
bonds having a value of $10,000 at the time of death. .. . [T]he stock originally trans- 
ferred increased in value to a very substantial sum. A tax based on the value of the 
stock could, in such circumstances, easily exceed the value of the estate.” Mont- 
GOMERY, WYNN AND BLaTrMacuar, Estates, TRusTs AND GiFTs 630 (1952). 

18 Int. Rev. Code of 1939, § 811(c)(1), added by 64 Strat. 962 (1950) (now Int. 
Rev. Cope or 1954, § 2035(b)). 
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of stock, the inherent unfairness in such a method of evaluation, from the 
taxpayer’s viewpoint, must be admitted. The Treasury Department is taxing 
the estate on property which the decedent could not have transferred in 
contemplation of death since it was not in existence at the date of the trans- 
fer nor was it at any time subject to the decedent’s control. Although 
legally justifiable, it appears that the present practice of the Treasury of in- 
cluding all stock dividends was adopted primarily to facilitate the admini- 
stration of the estate tax without strict regard for the equitable considera- 
tions involved. 


BERNARD SEGATTO 


INTERNAL REVENUE—Prepaid Income Held Taxable in the Year of 
Receipt. (United States) 


Petitioner, an automobile club, provides to its members numerous 
services including maps and touring information, emergency road service, 
a monthly magazine, and the benefits of affiliation with the American Auto- 
mobile Association. Membership dues, which were required to be paid 
in advance for the subsequent twelve-month period, were received by peti- 
tioner in every month of each year here involved. Since 1934, petitioner 
has credited one-twelfth of the prepaid dues to income each month. In 
1945 the Commissioner ruled that advance dues received under a claim of 
right were taxable in the year of receipt even though the petitioner was 
on the accrual system. The Tax Court? and the Circuit Court of Appeals ? 
affirmed. On certiorari, held: Affirmed (three justices dissenting). Peti- 
tioner’s practice of deferring membership dues is “purely artificial” because 
the dues have “no relation” to the services which petitioner may later be 
called upon to render. The advance dues were therefore income in the year 
received. Automobile Club of Michigan v. Commissioner of Internal Rev- 
enue, 353 U.S. 180, 77 Sup. Ct. 707 (1957).8 

The position taken by the Tenth Circuit in the recent case of Beacon 
Publishing Co. v. Commissioner * is in striking contrast to the holding in 
the instant case. There, in recognition of sound accounting principles, a 
newspaper publisher was allowed to defer income from prepaid subscrip- 
tions to the subsequent periods in which the newspapers would be delivered. 
The court held that an accrual taxpayer should report income as of the 


120 T.C. 1033 (1953). 

2230 F.2d 585 (6th Cir. 1956). 

3 The Court also affirmed the Commissioner’s revocation of 1934 and 1938 rulings 
exempting the petitioner from taxation, and held that this revocation should apply 
retroactively to 1943 and 1944, That portion of the decision is not discussed in this 
review of the principal case. 
#218 F.2d 697 (10th Cir. 1955). 
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period earned irrespective of the period in which it was received. Several 
other circuits have recently reached the same conclusion in the correlative 
area of estimated future expenses.5 The strength of these cases as precedent 
is, unfortunately, considerably diminished by the decision in the instant 
case. 

The majority of courts have rejected accrual accounting principles, 
holding prepaid income taxable in the year received in reliance on the claim 
of right doctrine enunciated by the Supreme Court in North Am. Oil 
Consol. v. Burnet.6 However, as many writers’? and some courts ® have 
pointed out, that case did not in any way concern prepaid income. The 
income involved had been earned in a prior period, as distinguished from 
prepaid income which is revenue received in advance for services to be 
rendered in the future.® The Court held only that where the right to 
receive or keep income is in dispute, the income is nonetheless taxable if 
received under a claim of right and without restriction as to its use. The 
claim of right doctrine was therefore never intended to apply to prepaid 
income.?° 


5In Schuessler v. Commissioner, 230 F.2d 722 (5th Cir. 1956), the taxpayer had 
sold furnaces with a guarantee that he would turn each furnace on and off for the 
succeeding five years. A reserve for the estimated expenses to be incurred during the 
following five years was deducted from the sales price. The court agreed that this 
was a more reasonable method of accounting than to take the entire sales price into 
income in the year of receipt. See also Hilinski v. Commissioner, 237 F.2d 703 (6th 
Cir. 1956) (partnership allowed to deduct future costs of manufacturing certain products 
to be delivered in the following year); Pacific Grape Products Co. v. Commissioner, 
219 F.2d 862 (9th Cir. 1955) (shipper of fungible goods allowed to accrue income and 
expenses not yet received or paid out); Harrold v. Commissioner, 192 F.2d 1002 (4th 
Cir. 1951) (contractor allowed to accrue future estimated expenses of backfilling a 
strip mine). 

6 286 U.S. 417, 52 Sup. Ct. 613 (1932). 

T™See Gelfand, The “Claim of Right” Doctrine, 33 Taxes 726 (1955), where the 
cases are collected and analyzed at length. See also Lasser and Peloubet, Tax Account- 
ing v. Commercial Accounting, 4 Tax L. Rev. 343 (1949); Rothaus, A Critical Analysis 
of the Tax Treatment of Prepaid Income, 17 Mp. L. Rev. 121 (1957); Note, 61 Harv. L. 
Rev. 1010 (1948). 


8 E.g., Beacon Publishing Co. v. Commissioner, supra note 4; Schuessler v. Commis- 
sioner, supra note 5. 

®In 1916, the United States claimed the beneficial interest in a certain section of 
oil land which was then being exploited by the taxpayer. At the government’s request, 
a receiver was appointed to operate the land and hold the income therefrom until the 
ownership of the beneficial interest could be judicially determined. In 1917, a federal 
district court ruled in favor of the taxpayer, and the taxpayer was accordingly paid 
the 1916 profits. The government appealed, however, and the judgment in favor of the 
taxpayer did not become final until 1922. It is thus clear that income paid in advance 
of performance was in no way involved in the case. 

10The claim of right doctrine has nonetheless been repeatedly relied on by the 
lower courts as a basis for denying taxpayers the right to defer prepaid income. Clay 
Sewer Pipe Ass’n v. Commissioner, 139 F.2d 130 (3d Cir. 1943) (income prepaid for 
sales promotion services); South Dade Farms, Inc. v. Commissioner, 138 F.2d 818 (5th 
Cir. 1943) (prepaid rent); Curtis R. Andrews, 23 T.C. 1026 (1955) (tuition for dancing 
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In his dissent in the instant case, Justice Harlan pointed out that the 
Internal Revenue Code does not require gross income to be reported in the 
year of receipt if, under the taxpayer's accounting method, it is “properly 
accounted for” as of another period.’! The Code allows the taxpayer to 
compute his income tax liability in accordance with the method of account- 
ing he normally employs, provided that that method “clearly reflects in- 
come.” 12 Since deferral of unearned income is patently a facet of the 
accrual method of accounting, the statute seems to sanction such a deferral 
by an accrual taxpayer if this will result in the clear reflection of income. 
Thus it becomes a question of determining by what standard the clear 
reflection of income is to be judged. 

The only reasonable answer, as the Internal Revenue Code would seem 
to indicate, is that accepted accounting practice should set the standard.'* 
In matters of income determination, the entire business world relies on the 
specialized knowledge and judgment of the accounting profession. It is 
difficult to believe that Congress intended that the courts should ignore 
this highly developed expertise, and devise instead a standard of their own. 

If accounting practice is the standard to be applied under the Code, the 
decision in the principal case is clearly wrong. The Court labeled the 
taxpayer’s accrual method of accounting “purely artificial” in that there 
was “no relation” between the dues and the services to be rendered. The 


classes received in advance); National Airlines, Inc., 9 T.C. 159 (1947) (advance sale 
of transportation tickets); South Tacoma Motor Co., 3 T.C. 411 (1944) (unearned re- 
ceipts from sale of coupon books); Your Health Club, Inc., 4 T.C. 385 (1944) (mem- 
bership contracts requiring taxpayer to furnish certain health facilities in subsequent 
year). 
11 Int. Rev. Code of 1939, § 42, 53 Stat. 24 (now Int. Rev. Cope or 1954, § 451). 
12 7d. § 41 (now Int. Rev. Cope or 1954, § 446). 


13 The 1954 Code would seem to specifically endorse an accounting standard. Sec- 
tion 446 authorizes “an accrual method.” Int. Rev. Cope or 1954, § 446 (c) (2). The 
predecessor to that section under the 1939 Code was worded less specifically, but would 
seem to have included accrual methods within its purview in authorizing “the method 
of accounting regularly employed.” See note 12 supra. Furthermore, both § 42 and § 43 
of the 1939 Code mentioned the accrual method in relation to the death of the tax- 
payer, and § 43 allowed deductions for expenses “paid or accrued.” (Emphasis added.) 

The word “accrual,” especially when used in a context involving income determin- 
ation, is an accounting word of art, and it would therefore seem necessary that the 
courts give it the same meaning as an accountant would give it. Accrual accounting 
unquestionably includes the deferral of unearned income. Paton, AccouNTANT’s Hanp- 
BOOK 112-15 (3d ed. 1943); AMERICAN INSTITUTE OF ACCOUNTANTS, ACCOUNTING RESEARCH 
Butietin No. 43, p. 22 (1953). In cases decided before the inception of the claim of 
right doctrine, some lower courts seemed to recognize the accounting approach as the 
proper one, but apparently were unable to fathom accounting concepts. See, e.g., 
Creasey Corp. v. Helburn, 57 F.2d 204 (W.D. Ky. 1932); Automobile Underwriters, 
Inc., 19 B.T.A. 1160 (1930), where it was found that the accrual system was proper, 
but that it did not include deferrals. As early as 1926 the Supreme Court in United 
States v. Anderson, 269 U.S. 422, 440, 46 Sup. Cr. 131, 134 (1926), properly stated that 
the purpose of allowing a taxpayer to use his normal accounting method was to pro- 
vide for the use of “scientific accounting principles.” 
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basis for these statements is found in a footnote to the opinion, where the 
Beacon case is distinguished on the ground that there the performance was 
to be on specific dates in a later period while the services to be performed 
in the instant case were not related to any fixed dates after the current tax 
year.'* It is probable that the court was concerned with the possibility that 
the taxpayer would not be required to perform any of the services in a 
later tax year even though the memberships involved extended into a subse- 
quent period.’> Even if there were some basis for assuming that the members 
would not avail themselves of the full benefits of membership, such an 
analysis fails to recognize the basic principle underlying the deferral of 
income. That principle is that whenever payment is made prior to the 
actual furnishing of services, the advance payment gives rise to a liability 
which should be carried on the balance sheet as deferred income.!® The 
application of this principle even when there is no fixed date for perform- 
ance is well exemplified by the recognized insurance company accounting 
practice of deferring prepaid premiums.!7 It is true that the insurer does 
not know when, if ever, he may be called upon to perform by making pay- 
ments to the policyholder. Yet he is in another sense continually performing 
during the entire pendency of the policy in that he must stand at all times 
ready to indemnify the policyholder should the agreed-upon contingency 
occur. The emergency road service provided by the taxpayer in the instant 
case is in reality a type of insurance, imposing a similar continuing obliga- 
tion throughout the period of membership. The lack of fixed dates for 
performance of services obviously has no effect on this obligation. The 
income is not fully earned until the correlative obligation is discharged by 
the passage of time.!® Consequently, it would be inaccurate and contrary 


14 353 U.S. 180, 189, 77 Sup. Ct. 707, 712 n. 20 (1957). Schuessler v. Commissioner, 
230 F.2d 722 (5th Cir. 1956), reported at note 5 supra, was distinguished by the Court 
in the same sentence as was the Beacon case, and on the same ground. 


15The Commissioner presented a one sentence argument to the effect that while 
in the Beacon case the newspapers would be publishd daily throughout the subscription 
period, in the case at bar there was a possibility that any individual member of the 
Club might receive services only in the first month of membership. Brief for Respond- 
ent, p. 62. However, neither brief discussed any distinction framed in terms of the 
presence or absence of fixed dates for performance. No reference was made to such a 
contention in either the Sixth Circuit opinion, 230 F.2d 585 (6th Cir. 1956), or in the 
opinion of the Tax Court, 20 T.C. 1033 (1953). Furthermore, the facts in the instant 
case do not entirely support this distinction. The Club set aside one dollar out of each 
$10 yearly membership fee (increased to $12 in 1947) as a one-year prepaid subscription 
to the Club’s monthly magazine, Motor News. 20 T.C. 1033, 1037 (1953). Therefore, 
nearly ten per cent of the total dues income in question falls squarely under the de- 
cision distinguished. 

16 PaTON, Op. cit. supra note 13; AMERICAN INSTITUTE OF ACCOUNTANTS, Op. Cit. 
supra note 13. 

17 See Lasser, HaNpBooK oF AccounTING Metuops 572, 576 (2d ed. 1954); Paton, 
op. cit. supra note 13, at 114; W1xon, AccouNTANT’s Hanppook § 20-8 (4th ed. 1956). 


18 Cf, FINNEY, GENERAL ACCOUNTING 352-54 (1941); WA£IxoN, op. cit. supra note 17. 
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to established accounting principles to regard the prepaid dues received by 

~ petititoner as earned rather than unearned. Furthermore, there is specific 
accounting authority for the deferral of membership dues. J. K. Lasser’s 
Handbook of Accounting Methods states that: 


“.. Where dues are payable yearly in advance, and monthly income 
and expense statements are prepared, the proportionate amount of dues 
receivable for the month should be taken into income, and the unearned 
balance should be shown on the balance sheet as deferred income.”?® 


It is thus apparent that the Supreme Court has in this instance declined an 
opportunity to apply recognized accounting principles in determining the 
taxability of prepaid income. 

What is not so apparent, however, is whether the instant case entirely 
rejected these principles, or merely misconceived them. The latter con- 
clusion may be implied from the fact that the Beacon case was distinguished 
rather than disapproved, and from the fact that the Court cited Brown v. 
Helvering.?° In the Brown decision it was held that the revenues involved 
were taxable in the year received because there was no proof that any part 
of them had been earned in later years.21 The nature of the misconception 
thus seems to be a redefining of unearned income to include at least a fixed 
date for performance of the correlative obligation. Hence, it may be that 
the principal case held only that the deferred dues were not unearned. If 
this view is correct, the question of whether the Code allows deferral of 
“unearned” income was not considered and remains undecided by the 
Supreme Court.”? 


19 Lasser, op. cit. supra note 17, at 275. 
20291 U.S. 193, 54 Sup. Ct. 356 (1934). 


21 Taxpayer, general agent for a fire insurance company, received an overriding 
commission based on the amount of business done by his salesmen. In the first portion 
of the opinion, a deduction for the estimated amount of commissions he would have 
to return in future years in the event of policy cancellations was disallowed. North 
Am. Oil Consol. v. Burnet, 286 U.S. 417, 52 Sup. Cr. 613 (1932), was cited but was not 
deemed controlling. The determining factor was the absence of “the events necessary 
to create the liability” to refund the amount claimed as a deduction. In the second 
portion of the opinion, taxpayer’s alternative contention that the commissions should 
be treated as prepaid income was rejected. The Court relied on a finding by the Board 
of Tax Appeals that there was no proof that any part of the commissions would be 
earned in later years. This holding seems correct, for the taxpayer was not obligated to 
perform any further services in return for the commissions already received. Although 
it is thus evident that the Court expressly held that unearned income was not involved, 
this case is probably more often cited than any other as being an application of the 
claim of right doctrine to prepaid income. See, e.g., Automobile Club of Michigan, 20 
T.C. 1033 (1953). See also note 10 supra. 

22. North Am. Oil Consol. v. Burnet, supra note 21, and Brown v. Helvering, supra 
note 20, are the Supreme Court cases most often erroneously cited as having decided 
this question. These cases, however, do not concern unearned income. See notes 9 and 
21 supra. The lower courts occasionally rely on other decisions which similarly do not 
concern unearned income. See, e.g., Healy v. Commissioner, 345 U.S. 278, 73 Sup. Ct. 
671 (1953); United States v. Lewis, 340 U.S. 590, 71 Sup. Ct. 522 (1951). 
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The difficulty with this analysis of the instant case is that it ignores the 
fact that the majority opinion contains a discussion of the claim of right 
doctrine. Although that doctrine apparently was not relied upon, it cer- 
tainly was not disapproved.?? Furthermore, it should be noted that by 
placing the taxpayer on a cash basis and thus raising its taxable income 
for the years involved,”* the decision has the same net effect as would an 
express application of the claim of right theory. 

In any event, it appears that by avoiding an express decision as to the 
applicability of the claim of right doctrine, and by implying the possible 
existence of a “fixed date for performance” doctrine, the Court has made 
it more difficult to predict the disposition of future litigation relating to 
prepaid income. Writers have for years advocated the passage of legisla- 
tion expressly directing that taxable income conform to business income as 
determined by accepted accounting practices.2> The 1954 enactment of 
section 452 was intended to reach such a result in the area of prepaid income, 
but was promptly repealed at the behest of the Treasury Department.”* The 
doctrinal confusion which will be caused by the instant case, when coupled 
with what is submitted to be an erroneous result, emphasizes the need for 
renewed congressional attention to the tax treatment of prepaid income. 


F. Louis BEHRENDS 


JURISDICTION OF PARTIES—Extraterritorial Service on Nonresident 
Party Is Constitutional. (Illinois) 


Defendant, a Wisconsin resident, was engaged in the business of selling 
appliances. On June 3, 1954, one of his employees was delivering a stove to 
plaintiff, an Illinois resident. During the course of the delivery, plaintiff was 
injured as a result of the employee’s negligence. Plaintiff was unsuccessful 
in his attempt to serve defendant with summons in Illinois. After the 1955 
amendments to the Illinois Civil Practice Act became effective, plaintiff 
served defendant in Wisconsin. The service was based on section 17 of the 
act, which authorized entry of judgment in personam on personal service of 


23 Note also the possibility that the citation of Brown v. Helvering was intended 
as an express reference to the claim of right doctrine. See note 21 supra. 

24In each year from 1943 to 1946, the Club’s membership increased. Brief for the 
Respondent, p. 2. Taking up dues income on a cash basis therefore results in a larger 
tax base than would the application of the Club’s deferral method. 

25_asser and Peloubet, supra note 7, at 357; Rothaus, supra note 7, at 136; Note, 
61 Harv. L. Rev. 1010, 1015 (1948). 

26 Int. Rev. Cope or 1954, § 452 (repealed by 69 Srat. 134 (1955)). Similar legisla- 
tion in regard to estimated expenses was also enacted and repealed. Int. Rev. Cope oF 
1954, § 462 (repealed by 69 Srar. 134 (1955)). A discussion of the repealed sections may 
be found in Wagman, Sections 452 and 462: Stormy Past But a Bright Tomorrow, 33 
Taxes 711 (1955). 
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summons outside the state in case of commission of a tortious act within the 
state. The lower court granted the defendant’s motion to quash the sum- 
mons on the grounds that the amended provisions contravened the United 
States Constitution and the Constitution of Illinois. On appeal, held: Re- 
versed. The 1955 amendments to the Civil Practice Act authorizing extra- 
territorial service on nonresident defendants do not constitute a denial of 
due process of law. Nelson v. Miller, 11 Ill.2d 378, 143 N.E.2d 673 (1957). 

In 1877, in the case of Pennoyer v. Neff,1 the Supreme Court of the 
United States enunciated the “physical power” concept of jurisdiction.” 
In that case the Court said that it was a violation of due process for a state 
to enter a personal judgment against a nonresident which was not based on 
personal service within the geographical confines of the state.? Despite this 
rule, it is well settled that a nonresident person or corporation might con- 
sent in advance to the jurisdiction of a state even when not present therein.* 
This principle was initially employed to acquire extraterritorial jurisdiction 
over foreign corporations by requiring that the nonresident corporation, as 
a condition of doing business in the state, expressly consent to the authoriza- 
tion of a state official to accept service of process for it.5 Later it was held 
that consent could be implied from merely doing business within the state.® 
Finally the doctrine evolved that a nonresident corporation “doing business” 
in a state was “present” in the jurisdictional sense.*_ However, the Supreme 


195 U. S. 714 (1877). 

2 Milliken v. Meyer, 311 U.S. 457, 61 Sup. Ct. 339 (1940) (The power concept had 
little affect on a state’s jurisdiction over its residents. Even though they were not 
physically within the state, it was felt that their residency extended the courts’ jurisdic- 
tion over them beyond the reaches of the territorial confines. The only constitutional 
requirements in this is adequate notice.). 

3“... The authority of every tribunal is necessarily restricted by the territorial 
limits of the State in which it is established. Any attempt to exercise authority beyond 
those limits would be deemed in every other forum, as has been said by the court, an 
— assumption of power, and be resisted as mere abuse. 


“,... [Flor any other purpose than to subject the property of a nonresident to 
valid claims against him in the State, ‘due process of law would require appearance or 
personal service before the defendant could be personally bound by any judgment 
rendered.’” Pennoyer v. Neff, supra note 1, at 720, 733-34. 

* Goopricu, ConFLict or Laws 196 (3d ed. 1949); SrumBerc, ConFiict or Laws 81 
(2d ed. 1951). 

“Consent may be expressed by giving a power of attorney to confess judgment, or 
by authorizing an agent to receive service of process, or by authorizing some other 
mode of service, or by accepting or waiving service, or by entering a personal ap- 
pearance.” Scott, Jurisdiction Over Nonresident Motorists, 39 Harv. L. Rev. 563, 
570 n. 22 (1926). 

5 Pennsylvania Fire Ins. Co. v. Gold Issue Mining & Milling Co., 243 U.S. 93, 
37 Sup. Ct. 344 (1917); Lafayette Ins. Co. v. French, 59 U.S. (18 How.) 404 (1855). 

6 Qld Wayne Mut. Life Ass’n v. McDonough, 204 US. 8, 27 Sup. Ct. 236 (1907). 

7™People’s Tobacco Co. v. American Tobacco Co., 246 U.S. 79, 38 Sup. Cr. 233 
(1918); Philadelphia & Reading Ry. v. McKibbin, 243 U.S. 264, 37 Sup. Cr. 280 (1917); 
Barrow Steamship Co. v. Kane, 170 U.S. 100, 18 Sup. Ct. 526 (1897). 
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Court held that not every corporate transaction would constitute “doing 
business”; ® thus, the courts have been forced to thoroughly examine a 
corporation’s activities within the state to ascertain if the nature and number 
of the transactions were sufficient to constitute “doing business.” 

Although a state can wholly exclude a foreign corporation from trans- 
acting intrastate business,® the Federal Constitution precludes it from exclud- 
ing the intrastate commerce of a nonresident individual.!° The Supreme 
Court, therefore, has refused to allow a state to require a nonresident per- 
son to submit to jurisdiction as a prerequisite to the transaction of business 
within its borders.1 Nonetheless, jurisdiction has at times been extended 
over such individuals, primarily in the form of nonresident motorist 
statutes,!* which require the motorist to either expressly or impliedly 1° ap- 
point the Secretary of State as his agent for service of process in actions 
arising out of the operation of the motor vehicle in the state. The Supreme 
Court has upheld these statutes mainly because the area of motor vehicle 
operation has been considered sufficiently dangerous to warrant extensive 
regulation.'* In Henry L. Doherty & Co. v. Goodman, the Supreme Court 
upheld a statute which gave the Iowa court power to enter a personal judg- 
ment against a nonresident individual doing business in the state. The busi- 
ness involved, however, was the sale of securities, which, like the operation 
of automobiles, warranted extensive regulation. The value of the decision, 


8 Green v. Chicago B.& O. Ry., 205 U.S. 530, 27 Sup. Ct. 595 (1907) (mere solicita- 
tion does not constitute “doing business’). 

®See RoTrscHAEFER, CONSTITUTIONAL Law 326 (1939), where it was said that: “A 
state may exclude foreign corporations from transacting purely intrastate business 
within it, and impose any but unconstitutional conditions upon its grant of that privilege 
to such corporations.” 

10“The citizens of each State shall be entitled to all Privileges and Immunities of 
Citizens in the several States.” U.S. Const. art. IV, § 2. 

In Ward v. Maryland, 79 U.S. (12 Wall.) 418, 430 (1870), the Court stated that 
“those words [i.e., privileges and immunities] are words of very comprehensive mean- 
ing, but it will be sufficient to say that the clause plainly and unmistakably secures and 
protects the right of a citizen of one State to pass into any other State of the Union 
for the purpose of engaging in lawful commerce, trade, or business without molesta- 
ci rl 

11 Flexner v. Farson, 248 U.S. 289, 39 Sup. Cr. 97 (1919). Cf. RorrscHAEFER, Op. Cit. 
supra note 9. See Lafayette Ins. Co. v. French, 59 U.S. (18 How.) 404 (1855) (A 
foreign corporation can be completely excluded so that consent to jurisdiction may be 
secured as a condition to letting them in.). 

12 See, e.g., ILL. Rev. Stat. c. 9514, § 23 (1955); Mass. Gen. Laws c. 90, § 3a (1932); 
N.H. Rev. Stat. ANN. § 264:1 (1955); N.J. Rev. Srat. § 2:32-34.1 (1937). 

13The New Jersey statute requires the nonresident to expressly authorize a state 
official to accept service of process. The Massachusetts statute provides that the opera- 
tion by a nonresident of a public vehicle on a public road in the Commonwealth shall 
be deemed the equivalent of an appointment of a public official to accept service of 
process for him. See note 12 supra. 

14 Hess v. Pawloski, 274 U.S. 352, 47 Sup. Ct. 632 (1924) (implied consent); Kane 
v. New Jersey, 242 U.S. 160, 37 Sup. Ct. 30 (1916) (express consent). 


15 294 U.S. 623, 55 Sup. Ct. 553 (1935). 
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therefore, as applied to an individual engaged in an ordinary business, is 
* limited. 
In 1945, the Supreme Court, in /nternational Shoe Co. v. Washington," 
abrogated the physical power doctrine, thus terminating the need for basing 
jurisdiction on the fictitious consent theory.!7 


“ 


. . . « [NJow that the capias ad respondendum has given way to 
personal service of summons or other form of notice, due process re- 
quires only that in order to subject a defendant to a judgment in 
personam, if he be not present within the territory of the forum, he 
have certain minimum contacts with it such that the maintenance of the 
suit does not offend ‘traditional notions of fair play and substantial 
justice.’ ” 18 


Sections 16 and 17 of the Illinois Civil Practice Act !® were passed with 
due regard for the new concept of jurisdiction. According to its framers, 
“with the adoption of ... [section 17] .. . Illinois has expanded the in 
personam jurisdiction of its courts to the limits permitted under the Due 
Process clause of the Fourteenth Amendment.” 2° Although Illinois has 
gone further than any other state in extending its in personam jurisdiction,” 
there is little doubt of the correctness of the decision in the instant case 
upholding the constitutionality of section 17. It is clear that the acts 
enumerated in section 17 satisfy the minimum contact requirement of the 
International Shoe Co. case. 

There are problems, however, that may result from the expansion of 
the extraterritorial jurisdiction of the Illinois courts. In cases in which the 
submission of a nonresident to the jurisdiction of the Illinois courts is based 
solely on the commission of a tortious act, or the insuring of a person, prop- 
erty, or other risk by a mail order insurance firm, it is very likely that the 


16 326 U.S. 310, 66 Sup. Ct. 145 (1945). See also Perkins v. Benguet Mining Co., 
324 U.S. 437, 72 Sup. Ct. 413 (1951); Travelers Health Ass’n v. Virginia, 339 U.S. 643, 
70 Sup. Ct. 927 (1950). 


17Tn Pennsylvania Fire Ins. Co. v. Gold Issue Mining & Milling Co., 243 U.S. 93, 96, 
37 Sup. Ct. 344, 345, Mr. Justice Holmes said, “this consent is mere fiction.” 


18 International Shoe Co. v. Washington, supra note 16, at 316, 66 Sup. Cr. at 58. 
(Emphasis added.) 


19 Tut, Rev. Stat. c. 110, §§ 16, 17 (1957). Section 16 provides that personal service 
made upon “a citizen or resident of this State or upon a person who has submitted to 
the jurisdiction of the courts of this State .. . shall have the force and effect of summons 
within this State... .” In other words, its effect will be to give the court in personam 
jurisdiction. Section 17 defines the acts which constitute submission to the jurisdiction. 
They are: “(a) The transaction of any business within this State; (b) The commission 
of a tortious act within this State; (c) The ownership, use, or possession of any real 
estate situated in this State; (d) Contracting to insure any person, property, or risk 
located within this State at the time of contracting.” 


20See note, Int. ANN. StaT. c. 110 § 17, at 165 (Smith-Hurd 1956). 


21For examples of the expansion in other states, see Joint Committee Comments, 
Int. ANN. Stat. c. 110 § 17, at 164 (Smith-Hurd 1956). 
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bulk, if not all, of the defendant’s property will be located outside the state. 
This may also be true in some cases where submission is based on transacting 
business in Illinois, since presumably a single transaction will satisfy this re- 
quirement. In these instances, the plaintiff may encounter some difficulty 
when he seeks to enforce the Illinois judgment in the state where the de- 
fendant’s property is located. The Federal Constitution requires that “Full 
Faith and Credit shall be given in each State to the public Acts, Records, 
and judicial Proceedings of every other State.” 2? However, the full faith 
and credit clause implies that the judgment of the rendering state will be 
one that complies with the requirements of due process; ** thus, the full 
faith and credit clause does not require recognition or enforcement of 
judgments rendered by a court without jurisdiction.** It is for this reason 
that the question of the jurisdiction of the first state is open to inquiry in a 
second state where the judgment is sought to be enforced, and a mere recital 
of jurisdiction by the rendering state does not preclude this examination.”5 
However, if the defendant appears in the Illinois action either generally or 
specially, he will be bound in any other state by the Illinois court’s adjudica- 
tion of jurisdiction.*® This is based either on a theory of res judicata °* or 
the fact that when he enters the IIlinois court, any lack of jurisdiction in the 
due process sense is cured.?8 On the other hand, if the state where the 
plaintiff seeks to have the judgment enforced decides erroneously that the 
Illinois court did not have jurisdiction, that decision is a bar to enforcing 
the judgment in that state or any other state, including Illinois.*® Thus the 
plaintiff would be forced to suffer the expense and time of an appeal or lose 
his Illinois judgment. 

The greatest difficulty that a plaintiff will have in seeking to enforce 
an Illinois judgment in a sister state will probably arise where the de- 
fendant is served under section 17 but allows a default judgment to be 


22 U.S. Const. art. IV, § 1. 

*3 See GoopricH, op. cit. supra note 4, §§ 208, 209. See also National Exchange 
Bank v. Wiley, 149 U.S. 257, 25 Sup. Ct. 70 (1904); Grove & Baker Sewing Machine 
Co. v. Radcliffe, 137 U.S. 287, 11 Sup. Ct. 92 (1890); SrumBerc, Conriicts or Law 
111-133 (2d ed. 1951). 

24 See note 23 supra. 

25 Thompson v. Whitman, 85 U.S. (15 Wall.) 457 (1873). 

26 Baldwin v. Travelling Men’s Ass’n, 283 U.S. 522, 51 Sup. Ct. 517 (1931); see also 
American Surety Co. v. Baldwin, 287 U.S. 156, 53 Sup. Ct. 98 (1932); Goopricn, op. cit. 
supra note 4, § 271 (This represents an advance from the position of the Thompson 
case, supra note 25, where it was held that the jurisdiction of the first state was always 
open to inquiry.). 

27 See note 26 supra. 

28 York v. Texas, 137 U.S. 15, 11 Sup. Ct. 9 (1890); REsTATEMENT, ConrFLicts § 82 
(1934); RESTATEMENT, JUDGMENTS § 20, comment c (1942). 

29 Treinies v. Sunshine Mining Co., 308 U.S. 66, 60 Sup. Ct. 44 (1939); Paine v. 
Schenectady Ins. Co., 11 R.I. 411 (1877); ResTaTEMENT, JUDGMENTS § 10, comment e 
(1942). 








FAL} RECENT DECISIONS 527 


entered against him.*° Since defendant never entered the Illinois court, the 
only basis of jurisdiction is section 17. In determining whether Illinois had 
jurisdiction, the foreign courts will have to decide whether the particular 
application of this section meets the concept of due process under the 
Federal Constitution. As to this question, different states will undoubtedly 
disagree, especially where jurisdiction is based on an isolated business trans- 
action.*! This same problem might also arise with regard to the com- 
mission of a single tortious act. The test as laid down by the Supreme 
Court in the International Shoe Co. case is necessarily vague: 


“It is evident that the criteria by which we mark the boundary line 
between those activities which justify the subjection of a corporation 
to suit, and those which do not, cannot be simply mechanical or 
quantitative. The test is not merely, as has sometimes been suggested, 
whether the activity, which the corporation has seen fit to procure 
through its agents in another state, is a little more or a little less. . . . 
Whether due process is satisfied must depend rather upon the quality 
and nature of the activity in relation to the fair and orderly admini- 
stration of the laws which it was the purpose of due process clause to 
insure.” 32 


Until the Illinois Supreme Court clearly defines the scope of this sec- 
tion, each state, where a judgment based thereon is sought to be enforced, 
must decide for itself whether constitutional limitations have been ex- 
ceeded.®3 Since a constitutional question is involved, even after the Illinois 
court has made this determination the courts of sister states will not be pre- 
cluded from redetermining the constitutional validity of the section as ap- 
plied to a particular case.** However, in doing so they will undoubtedly be 
strongly influenced by the decisions of the Illinois court. In the last analysis, 
the final decision, as with all federal constitutional questions, rests with the 


30 This is the course most likely to be pursued by a defendant who feels that the 
plaintiff has a strong case on the merits but who questions the jurisdiction of the Illinois 
courts. 

31Tn International Shoe Co. v. Washington, 326 U.S. 310, 318, 66 Sup. Ct. 154, 159 
(1945), the court said that “the commission of some single or occasional acts of the 
corporate agent in a state sufficient to impose an obligation or liability on the corpora- 
tion has not been thought to confer upon the state authority to enforce it... .” But 
see Compania de Astral S. A. v. Boston Metals Co., 205 Md. 237, 107 A.2d 357 (1953); 
Cleary & Seder, Extended Jurisdictional Bases for the Illinois Courts, 50 Nw. U.L. Rev. 
599 (1956). 

32 International Shoe Co. v. Washington, supra note 31, at 319, 66 Sup. Ct. at 159. 

33See Riley v. New York Trust Co., 315 U.S. 343, 62 Sup. Cr. 608 (1942); cf. 
Bigelow v. Old Dominion Copper Mining and Smelting, 225 U.S. 111, 32 Sup. Cr. 641 
(1912.) 

34See Beard v. Clark, 83 S.W.2d 1023 (Tex. Civ. App. 1935), where the Texas 
court construed an Oklahoma Nonresident Motorist Statute which had not been con- 
strued by the Oklahoma Supreme Court and decided that the Oklahoma court did not 
have jurisdiction to enter a default judgment against the defendant. 
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United States Supreme Court. After the Supreme Court has decided a few 
of these cases, a pattern should evolve to guide the Illinois courts and the 
courts of other states that are forced to construe the statute. 


Epear H. Twine 


LABOR LAW—Collective Bargaining Agreements Specifically Enforced 
Under Section 301(a) of the Taft-Hartley Act. (United States) 


The petitioner, a labor union, entered into a collective bargaining 
agreement with the respondent-employer which provided for arbitration 
as the final step in its grievance procedure. The Union, having unsuccess- 
fully attempted all other steps in an effort to settle labor grievances sought 
to arbitrate, but the employer refused. The union then obtained an order 
in the federal district court compelling the employer to arbitrate. The court 
of appeals reversed, holding that the district court had jurisdiction to enter- 
tain the suit but lacked authority to specifically enforce a promise to arbi- 
trate. On certiorari, held: Reversed (one justice dissenting). Section 301 
of the Taft-Hartley Act! not only grants federal district courts jurisdiction 
of controversies involving labor contracts in industries affecting commerce, 
but also empowers federal courts to develop a body of federal law for the 
enforcement of these collective bargaining agreements, and to order specific 
performance of their provisions. Textile Workers Union v. Lincoln Mills 
of Alabama, 353 U.S. 448, 77 Sup. Ct. 912 (1957). 

Prior to this decision by the Supreme Court, the lower courts dis- 
agreed as to whether section 301(a) was intended to be purely jurisdic- 
tional? or instead created federal substantive rights; and if it did create 
federal substantive rights, whether state or federal law would govern pro- 


1“Sec. 301 (a) Suits for violation of contracts between an employer and a labor 
organization representing employees in an industry affecting commerce as defined in 
this chapter, or between any such labor organizations, may be brought in any district 
court of the United States having jurisdiction of the parties, without respect to the 
amount in controversy or without regard to the citizenship of the parties. 

“(b) Any labor organization which represents employees in an industry affecting 
commerce as defined in this chapter and any employer whose activities affect commerce 
as defined in this chapter shall be bound by the acts of its agents. Any such labor 
organization may sue or be sued as an entity and in behalf of the employees whom it 
represents in the courts of the United States. Any money judgment against a labor 
organization in a district court of the United States shall be enforceable only against 
the organization as an entity and against its assets and shall not be enforceable against 
any individual member or his assets.” 61 Stat. 156 (1947), 29 U.S.C. § 185 (1952). 

2 International Ladies Garment Workers Union, AFL v. Jay-Ann Co., 228 F.2d 632 
(5th Cir. 1956). 

3 Shirley Herman Co. v. International Hod Carriers Union, 182 F.2d 806 (2d Cir. 
1950). See Annot., 17 A.L.R.2d 614 (1951). 
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ceedings thereunder. The courts further disagreed as to the availability of 
equitable relief under this section.® 

A literal reading of section 301 would indicate that it was designed to 
be jurisdictional or procedural only—to provide a federal forum in suits by 
an employer or union in industries affecting commerce.* Such a determina- 
tion, however, would cast serious doubt on the constitutional validity of 
the section.? Under article III, section 2, of the Constitution, jurisdiction 
of a federal court depends upon diversity of citizenship or the existence of 
a case arising under the laws of the United States.§ Since section 301 (a) 
waives the requirement of diversity, its validity must necessarily hinge upon 
the presence of an issue which must be decided by federal substantive law 
within the “arising under” clause of the Constitution. The current statutory 
grant of “federal question” jurisdiction ® employs the identical language of 
the Constitution, but the statute has been narrowly interpreted. Under the 
present interpretation of this statute the federal courts, before granting 
jurisdiction, require that plaintiff’s pleadings present a federal issue which 
will need to be decided in order to resolve the dispute.!° Since such a federal 
question would not normally arise in a contract action between an employer 
and a union, the statutory provision affords no basis for “federal question” 
jurisdiction under section 301 (a).2! 

The Supreme Court avoided this problem, however, by holding that 
section 301(a) was itself a grant of federal substantive rights under which 


*Shirley Herman Co. v. International Hod Carriers Union, supra note 3 (federal 
law governed); Insurance Agents Int’l Union, AFL v. Prudential Ins. Co., 122 F. Supp. 
869 (E.D. Pa. 1954) (state law governed). 

5In Textile Workers Union, CIO v. American Thread Co., 113 F. Supp. 137 (D. 
Mass. 1953) the court granted specific performance. But see International Longshore- 
mans Union v. Libby, 114 F. Supp. 249 (D. Hawaii 1953) where damages only were 
allowed. 

6 “Section 301 is drafted in terms which appear to be exclusively jurisdictional. 
The statute does not expressly state what law shall be applied to determine the rights 
of the parties or their remedies.” Textile Workers Union, CIO v. American Thread Co., 
supra note 5, at 139. See also Textile Workers Union v. Lincoln Mills, 353 U.S. 448, 77 
Sup. Cr. 923 (1957) (dissent). 

™See Association of Westinghouse Salaried Employees v. Westinghouse Corp., 
348 U.S. 437, 75 Sup. Ct. 489, (1955) (this case while not specifically ruling on the con- 
stitutionality of the section, questioned its validity in the absence of substantive rights) ; 
Miller and Ryza, Suits by and Against Labor Organizations Under the N.R.A., 1955 
U. Itt. L. Forum 101, 103. 

8U.S. Const. art. III, § 2: “The judicial power shall extend to all cases . . . arising 
under . . . the Laws of the United States, . . . or between Citizens of different 
States... .” 

9“The district courts shall have original jurisdiction of all civil actions wherein 
the matter in controversy exceeds the sum or value of $3,000, exclusive of interests and 
costs, and arises under the Constitution, laws or treaties of the United States.” 28 U.S.C. 
§ 1331 (1952). 

10 Smith v. Kansas City Title Co., 255 U.S. 180, 41 Sup. Cr. 243 (1920). 


11 See note 7 supra. 
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suit could be brought in the federal courts. The Court reached this decision 
by relying on the power of Congress to regulate labor-management contro- 
versies under the commerce clause, stating that any controversy arising 
under section 301(a) was a controversy “arising under” the laws of the 
United States. This decision appears to be an adoption of the broad inter- 
pretation placed on the “arising under” clause in the Constitution in 
Osborn v. Bank of the United States.'* The theory of the Osborn case has 
been given the label of “protective jurisdiction” and indicates that there 
may be areas in which Congress could use inferior federal courts to protect 
a federal legislative program by an additional grant of federal question 
jurisdiction.!* 

Assuming that Congress has such power under the Constitution, was 
the Court justified in finding that Congress intended Section 301(a) to be 
a grant of protective jurisdiction over collective bargaining agreements? 
Congressional intent as inferred from the legislative history of the section 
appears, at best, to be indecisive.'* Congress was primarily concerned with 
making collective bargaining agreements mutually binding.!® In Illinois, for 
example, as well as in other industrial states, an employer has no effective 
remedy against a labor union because of the procedural requirements inci- 
dent to suit against an unincorporated association. From this congressional 
desire to protect, promote, and mutually enforce collective bargaining agree- 
ments, the Supreme Court found the requisite intent to create federal sub- 
stantive rights under section 301 (a). 

Once the Court established federal question jurisdiction, it was a rela- 
tively short, but controversial step to hold that a body of federal substantive 
law should be developed to govern bargaining agreements. Such a holding 


1222 U.S. (9 Wheat.) 738 (1824) (holding that judicial power under the federal 
question clause of- the Constitution could be brought to bear upon litigation to which 
a congressionally chartered corporation is a party even though the substantive rule for 
decision is state made). 


13 See Hart & WeEcHSLER, THE FeperaL Courts AND THE FEDERAL SYSTEM 744-747 
(1953) (discusses protective jurisdiction). The authors also propose this thesis: “[T]hat 
cases arising under the laws of the United States, within the meaning of Article III, 
include not only those which are governed on the merits, in whole or in part, by 
validly established federal rules of decision, statutory or otherwise, but also those 
brought pursuant to a valid federal statute enacted to prevent the possibility of dis- 
crimination against federally-protectible interests.” Jd. at 372. See also an excellent 
article by Mishkin, The Federal Question in the District Courts, 53 Cotum. L. Rev. 157, 
185 (1953). 

14See Textile Workers Union, CIO v. American Thread Co., 113 F. Supp. 137 
(D. Mass. 1953). For legislative history see appendix to Textile Workers Union v. 
Lincoln Mills, 353 U.S. 448, 485-546, 77 Sup. Ct. 912, 936-963 (1957). 

15See note 14 supra. 

16 Pullman Standard Car Mfg. Co. v. Local 2928, United Steel Workers, 152 F.2d 
493 (7th Cir. 1945) (holding that the common law of Illinois, which has not been altered 
by statute, does not permit an action against an unincorporated association); Kingsley 
v. Amalgamated Meat Cutters, 323 Ill. App. 353, 55 N.E.2d 554 (4th Dist. 1944); Cahill 
v. Plumbers Local 93, 238 Ill. App. 123 (2d Dist. 1925). 























RECENT DECISIONS 531 





FALL] 


is not inconsistent with Erie R.R. v. Tompkins.‘*_ Under the Erie doctrine 
the federal courts are bound by state substantive law in diversity of citizen- 
ship cases only.'® The power to establish federal substantive law is con- 
sistent with the theory of protective jurisdiction, in that uniform federal 
law will result. If the federal courts are not given this power, differences 
would arise between the circuits because the federal courts would be bound 
to apply state law which in many instances would be inconsistent with 
federal policy.'” 

A more difficult problem concerns the availability of equitable remedies 
to enforce these agreements. In the light of the Arbitration Act,2° the 
Norris-LaGuardia Act,?! and the well established common-law rule that an 
executory agreement to arbitrate cannot be specifically enforced,”* a strong 
argument can be made that Congress intended money damages as the ex- 
clusive remedy. Again, however, the Supreme Court’s position in the 
instant case can be sustained on the grounds that the Taft-Hartley Act was 
subsequent to the above mentioned statutes and expresses the new national 
policy supporting collective bargaining. Congress intended these agree- 
ments to be mutually enforceable and the only effective means of enforce- 
ment is specific performance.** Thus, there appears to be a sufficient basis 
for the court, in the exercise of its equitable discretion, to disregard the 
long out-dated common-law rule.*4 


17 304 U.S. 64, 58 Sup. Ct. 817 (1938). 

18 See Clearfield Trust Co. v. United States, 318 U.S. 363, 63 Sup. Ct. 573 (1943). 

19 Shirley Herman Co. v. International Hod Carriers Union, 182 F.2d 806 (2d Cir. 
1950); Note, Enforcement of Arbitration Clauses in Collective Bargaining Agreements 
in the Federal Courts, 23 Geo. Wasn. L. Rev. 581, 592 (1955). 

2043 Srar. 883 (1925), 9 U.S.C. § 1 (1947). The fact that this 1925 act made cer- 
tain executory agreements to arbitrate specifically enforceable in the federal courts, but 
excluded contracts of employment, has supported the argument that Congress never 
intended to make arbitration provisions of collective bargaining agreements specifically 
enforceable. For an expression of this view see Justice Frankfurter’s dissent in Textile 
Workers Union v. Lincoln Mills, 353 U.S. 448, 77 Sup. Ct. 912 (1957). For authority 
that the Arbitration Act should not control actions under section 301(a), see Local 19, 
Warehouse, Etc. v. Buckeye Cotton Oil Co., 236 F.2d 776 (6th Cir. 1956); Note, 23 
Geo. Was. L. Rev. 581 (1955). 

2147 Srat. 70 (1932), 29 U.S.C. § 101 (1952). It is argued that this act imposed 
rigid procedural requirements for obtaining a labor injunction and thereby foreclosed 
its use in collective bargaining agreements. See United Packing House Workers v. 
Wilson, 80 F. Supp. 563 (N.D. Ill. 1948). The contrary argument is that failure to 
arbitrate was not the abuse at which the Norris-LaGuardia Act was aimed and that 
policy considerations demand specific enforcement of section 301(a) of the Taft- 
Hartley Act. See Textile Workers Union, CIO v. American Thread Co., 113 F. Supp. 
137 (D. Mass. 1953). 

22 Red Cross Line v. Atlantic Fruit Co., 264 U.S. 109, 44 Sup. Ct. 274 (1924). 

23 Mountain States Div. 17, Comm. Workers v. Mountain States T. & T. Co., 81 
F. Supp. 397 (D. Colo. 1948). 

24 “Despite the flood of words that ordinarily executory contracts to arbitrate will 
not be specifically enforced, this reflects no federal policy of hostility to arbitration as 
such. On the contrary, arbitration is given enthusiastic federal sanction and where a 
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While Justice Frankfurter’s dissenting argument that the Court has 
gone beyond the strict wording of section 301(a) cannot be denied, the 
majority of the Court has quite possibly carried into effect the true intent 
of the legislature, inarticulately expressed in the statute. This decision, of 
course, leads the way to specific enforcement of other provisions of col- 
lective bargaining agreements including the important “no strike” clause.” 
Also under this decision state courts could conceivably be held bound to 
recognize labor unions as legal entities under the Federal supremacy clause 
of the Constitution.?@ Further, to avoid conflict between state and federal 
courts, the Supreme Court may in a future decision hold that section 301 (a) 
vests exclusive jurisdiction in the federal courts.27 


KeitH Hyzer 


LANDLORD AND TENANT—Livestock-Share Lease Construed as Not 
Creating a Partnership. (Federal) 


Landlord and tenant entered into a written livestock-share lease com- 
monly used throughout the “farm belt.” 1 It was agreed that each party was 
to own a one-half interest in the livestock and that each would be entitled 
to receive one-half the income from sale of the livestock. On the same date 
the lease was consummated, the tenant executed with the Farmer’s Home 
Administration a chattel mortgage on his livestock interest as security for a 
loan. Later the tenant, in breach of the mortgage covenant, joined with the 
landlord in the sale of livestock to defendants from whom they received 
separate checks, each for one-half the proceeds. The United States brought 


general Congressional policy is plainly indicated that such a mechanism will be useful 
in effecting its legislative aim, equity has the power, and the right, in the public interest, 
to make arbitration effective.” Lincoln Mills v. Textile Workers Union, CIO, 230 F.2d 
81, 92 (5th Cir. 1956) (dissent). 

25Q recent district court decision, relying on the instant case, ordered specific 
performance of a “no strike” clause. Bull Steamship Co. v. Seafarers Union, Lab. Rel. 
Rep. (40 L.R.R.M. 2646) (E.D.N.Y. 1957). This case was reversed in Lab. Rel. Rep. 
(41 L.R.R.M. 2121) (2d Cir. 1957). Its companion, Bull Steamship Co. v. Marine 
Engineers, Lab. Rel. Rep. (41 L.R.R.M. 2074) (2d Cir. 1957), which involved the same 
issue, was similarly reversed in Lab. Rel. (41 L.R.R.M. 2127) (2d Cir. 1957). However, 
the Supreme Court has stayed the effect of these reversals pending certiorari. N.Y. 
Times, Dec. 6, 1957, p. 51, col. 1. 

26 See Pullman Standard Car Mfg. Co. v. Local 2928, United Steel Workers, 152 
F.2d 493 (7th Cir. 1945) (dissent). 

27For a recent state court decision holding that federal courts have exclusive 
jurisdiction under 301(a), see McCarroll v. Los Angeles County Dist. Council of 
Carpenters, 304 P.2d 781 (Cal. App. 1957). 

1See RecionaL Srupy ror NortH Centra LaNnp TENURE RESEARCH COMMITTEE, 
Farm RENTAL PRACTICES AND PROBLEMS IN THE Mipwest, North Central Regional Pub- 
lication No. 50, Supplementary Table April, 1954, p. 19. For a similar livestock-share 
lease recommended for use in Illinois, see Cas— AND Reiss, FARM LEasEs FOR ILLINOIS, 
College of Agriculture, University of Illinois Circular 781, Sept., 1957, pp. 53-59. 
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suit against the defendants for alleged conversion of one-half interest in the 
livestock. Defendants alleged that the landlord and tenant were partners 
under the lease and that the livestock was therefore partnership property 
which could not be subjected to the individual debts of one of the partners. 
The court entered judgment for the plaintiff after finding that the relation- 
ship was that of landlord-tenant, and not that of partners.2_ On appeal, held: 
Affirmed. A consideration of all the facts and circumstances fails to disclose 
that the parties intended, between themselves, that there should be a com- 
munity of interest of both the property and the profits of a common busi- 
ness enterprise. Under the law of Indiana, which is controlling, such intent 
is the essential element to the creation of a partnership.2 United States v. 
Farrington, 244 F.2d 111 (7th Cir. 1957). 

An examination in this case of the lease provisions alone would seem to 
indicate that insofar as the livestock portion of the business was concerned, 
a partnership was in fact created. The livestock was owned jointly, and 
both expenses and gross receipts were to be shared. On the basis of the 
following factors, however, the court found that the relationship was not 
that of a partnership. There was: (1) an absence of a common fund, 
(2) a separate remission of proceeds, (3) a lack of partnership books, 
(4) a failure to file a partnership income tax return, (5) concentration of 
managerial control in the lessee, (6) an absence of a community of interest 
in the land, (7) no claim by defendants that they were misled as to the 
nature of the relationship, and (8) no evidence of a specific intent to create 
a partnership. All of these factors, however, appear to be extrinsic to the 
lease itself. In determining the issue of whether a partnership existed, the 
court failed to give effect to the provisions of the lease and merely quoted 
with approval the argument advanced in Shrum v. Simpson. 


“Such agreements are common in this country; are usually very in- 
formal in their character, often resting in parole as in the present case. 
In the absence of stipulation or evidence clearly manifesting a contrary 
purpose, it will not be presumed that the parties to such an agreement 
intend to assume the important and intricate responsibilities of partners, 
or to incur the inconveniences and dangers frequently incident to that 
relation. The parties to such agreements seldom contemplate anything 
more than a tenancy of the land, with provision for compensation to 
the landlord from the fidelity, labor, and skill of the tenant. There is 
no community of interest in the land, which is the principal thing in the 
agreement... .”5 


2 This decision of the United States District Court for the Southern District of 
Indiana, Indianapolis Division, was not reported. 

3'Watson v. Watson, 231 Ind. 385, 108 N.E.2d 893 (1952); Bacon v. Christian, 184 
Ind. 517, 111 N.E. 628 (1916). 

#155 Ind. 160, 57 N.E. 708 (1900). 5 

5 Jd. at 163, 57 N.E. at 709. (Emphasis added.) Even the most superficial of exam- 
inations will readily reveal that this statement no longer applies to modern leasing 

















534 LAW FORUM [Vor. 1957 


As in the present case, courts in many states assume that the livestock- 
share lease of itself does not create a partnership and, therefore, even a 
cursory analysis of the contents of the lease is generally not made.* Such 
courts are inclined, rather, to inquire into the conduct of the parties for 
evidence of their intent, which is said to govern as to whether a partnership 
exists between them. By conducting their examination in this manner, 
courts rarely find that parties to a livestock-share lease are engaged in a 
partnership.? 

In Illinois, although it is settled law that the existence of a partnership 
is a question of intention to be gathered from all the circumstances,® the 
courts are more inclined than those of other states to utilize the contents 
of the lease as a means of ascertaining the presence or absence of that 
intent.? Furthermore, insofar as the livestock portion of the farm lease is 
concerned, the elements essential to the creation of a partnership in 
Illinois 1° seem to be present in that there is (1) a joining together in a 


arrangements. Livestock-share leases today are often very detailed, comprehensive, and 
in written form. Also, it is not uncommon to find livestock-share leases involving small 
acreages of poor land upon which cattle worth many times the value of the land are 
being fed out. Although true fifty years ago, can it seriously be asserted today that 
the land in all cases is still the principal thing in the agreement? 


®Kock v. Murphy, 151 Kan. 988, 101 P.2d 878 (1940); Tomlinson v. Dille, 147 
Md. 161, 127 Atl. 746 (1925); Blue Valley State Bank v. Milburn, 120 Neb. 421, 232 
N.W. 777 (1930); Martindale v. Dickey, 72 S.E. 595, 38 N.W.2d 140 (1949); Wagner 
v. Buttles, 151 Wis. 668, 139 N.W. 425 (1913). 

TRogers v. Lawton, 162 Fed. 203 (7th Cir. 1908); Miller v. Merritt, 233 Iowa 230, 
8 N.W.2d 276 (1943); Tomlinson v. Dille, supra note 6. 


8 Goacher v. Bates, 280 Ill. 373, 117 N.E. 427 (1917); see also Rizzo v. Rizzo, 
3 Ill.2d 291, 120 N.E.2d 546 (1954). 

* Jones v. Ripley, 333 Ill. App. 642, 78 N.E.2d 140 (1948), held a partnership, and 
not a relationship of landlord and tenant, existed between plaintiff owner of farm and 
defendant working the farm, where there were written agreements providing for equal 
division of the proceeds from the sale of crops and hogs, for selling cattle and dividing 
proceeds over and above an agreed price, and for the plaintiff landowner to give certain 
implements to the defendant in payment of labor performed. See also in re Estate of 
Sternberg, 10 Ill. App. 2d 258, 134 N.E.2d 663 (1956) (a detailed agreement signed by 
the heirs of an estate granting authority to one of the heirs to operate the farm was 
held to be a partnership); Jn re Estate of Drennan, 9 Ill. App. 2d 324, 132 N.E.2d 599 
(1956) (the court found a partnership by examining the oral leasing arrangement as 
well as the acts and conduct of two sons who were operating their father’s livestock 
farm). 

In Hageman v. Prassa, Gen. No. 5682, Cir. Ct. DeKalb County, IIl., July 1957, the 
landlord in an ordinary livestock-share lease was held liable as a partner for the pay- 
ment of the tenant’s portion of bills incurred at a local elevator where feed was pur- 
chased for their jointly owned livestock. The judge ignored evidence that the elevator 
company did not advance credit on the belief of a partnership existing, and found a 
partnership was created by the lease itself. Contra, Freeman v. Gordon, 59 Ill. App. 
189 (1895). 

10 Rizzo v. Rizzo, supra note 8; Kurtz v. Kurtz, 10 Ill. App. 2d 310, 134 N.E.2d 
609 (1956); In re Estate of Drennan, supra note 9. The Uniform Partnership Act, ILL. 
Rev. Stat. c. 106%, § 6 (1957), defines a partnership as “an association of two or more 
persons to carry on as co-owners a business for profit.” 
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venture for common benefit; (2) a contribution of property or services by 
both parties; and (3) a community of interest in profits. 

Concerning the requirement that profits be shared, courts universally 
agree that to create a partnership independent of express agreement, there 
must be an interest in profits as profits, and not as a mere means of payment 
for rent or labor performed." 

An important distinction is raised at this point between profits and 
gross receipts. As distinguished from the general rule recognizing sharing 
of profits as presumptive evidence of partnership, a stipulation for sharing 
gross returns or receipts of a business does not amount to an agreement 
to share profits.!2 But where, as in the instant case, the landlord and tenant 
own the livestock jointly and share in the proceeds therefrom, whether 
in the form of profits or gross receipts, the validity and purpose of main- 
taining the classical relationship of landlord and tenant comes sharply into 
focus. 

The normal livestock-share lease presents a difficult problem because 
it incorporates elements characteristic of both the landlord-tenant and the 
partnership relationships. The crop-share portion of the lease resembles a 
landlord-tenant arrangement for payment of rent or compensation for 
labor, but the livestock-share portion of the lease is analogous to a bona fide 
partnership for the sharing of profits. A possible compromising solution for 
the courts is to recognize a dual relationship between the parties.'* Such a 
position was urged upon the court in the present case, but after recognizing 
that it might be possible, it declined to inquire into the leasing arrangement 
even to this extent." 


11JIn Parker v. Fergus, 43 Ill. 437 (1867), it was said that “a party may receive a 
portion of the rents of a farm or tavern without becoming a partner. So also a clerk 
who receives a portion of profits on sales as compensation for labor.” See also Briggs 
v. Kohl, 132 Ill. App. 484 (1907); Fougner v. First Nat'l Bank, 141 Ill. 124, 30 N.E. 442 
(1892). For cases in other states, see Shrum v. Simpson, 155 Ind. 160, 57 N.E. 708 
(1900); Logan v. Oklahoma Mill Co., 14 Okla. 402, 79 Pac. 103 (1904), where it is stated 
that the parties are not liable as partners where one did the farming and the other paid 
him for one-half of his time and expenses by dividing the selling price of the crop. 

12 Rogers v. Lawton, supra note 7; Ohio Valley Tie Co. v. Hayes, 180 Ky. 469, 
203 S.W. 193 (1918); Jarvis v. Wallace, 139 Va. 171, 123 S.E. 374 (1924). But see 
Beecher v. Busher, 45 Mich. 188, 7 N.W. 785 (1881) which points out that there may 
be such a participation in the gross receipts of a business as would make the receiver 
liable as a partner. 

13 McDorman v. Johnson, 39 N.E.2d 162 (Ohio App. 1937), holds that the rela- 
tionship of a landlord and tenant is not repugnant to a relationship of partnership as to 
certain activities on the farm and that the lease may therefore incorporate a partnership 
arrangement for owning and feeding livestock. 

14“Tr is sought here to isolate a segment of the general operation; that is, the 
portion which pertained to the raising of livestock, and characterize it is a partner- 
ship business. Thus, when Root picked corn from the field in which it was grown, 
his relation with White was that of a tenant, while in feeding the corn to the livestock, 
it was that of a partner. It may be that this kind of a dual relation is possible; but if so, 
we think it could be established only by clear and convincing proof.” United States 
v. Farrington, 244 F.2d 111, 214 (7th Cir. 1957). 
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A comparison of the manner in which courts conduct their inquiry as 
to the nature of the livestock-share lease reveals that most states adhere to 
the somewhat arbitrary and traditional method of excluding considerations 
of the lease contents, as does the principal case. Illinois, however, exhibits 
a tendency to question the validity of this practice by granting stature to 
the provisions of the lease with the possible result that parties to livestock- 
share leases may find it increasingly difficult to escape partnership lia- 
bilities.° Realistic considerations of the true relationship of the parties 
under modern livestock-share leases favor increased utilization of the Illinois 
method of inquiry. 
GeorcE J. Lewis 


STATE AND LOCAL TAXATION—Deed Derived from Annual Tax 
Sale Held Valid. (Illinois) 


Interstate Bond Company purchased realty owned by petitioners at an 
annual tax sale. After the expiration of the period of redemption, respondent, 
successor in interest to Interstate Bond Co., petitioned the County Court of 
Cook County for an order directing the county clerk to issue it a tax deed. 
Respondent alleged that all notices required by law had been given and 
that all provisions of the law had been complied with. The court issued the 
order, and a tax deed was delivered to respondent. About eight months later, 
petitioners asked the court to vacate the order on the ground that respondent 
had not complied with statutory requirements. They alleged that the 
owners’ whereabouts would have been revealed by diligent inquiry, that 
constructive notice by publication and by notification of the tenants in 
possession was therefore inadequate, and that one of the documents support- 
ing the application for the deed erroneously described the land as sub-lot 
46 rather than sub-lot 16. For these reasons, petitioners claimed the court 
was unwarranted in ordering issuance of the tax deed and that the deed 
was therefore void. Respondent answered that petitioners did not live at 
the last address shown in the assessor’s records, that they could not be 
found in the Chicago telephone directory, and that service of notice on the 
tenants when the owners could not be found in the county constituted serv- 
ice on the owners under section 263 of the Illinois Revenue Act.! On appeal 
from the judgment of the county court denying the petition, held: 
Affirmed. A petition to vacate, filed more than thirty days after entry of 
an order is a collateral attack. The finding of a court having jurisdiction 
over the subject-matter that the purchaser had given all proper notices and 


The court did not indicate where the source of proof should be derived, whether 
from the lease itself or the surrounding circumstances. 
15 See note 9 supra. 
1]ux. Rev. Stat. c. 120, § 744 (1957). 
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had met all requirements for the issuance of a tax deed is conclusive and may 
not be challenged on collateral attack. Cherin v. R. & C. Co., 11 Ill.2d 447, 
143 N.E.2d 235 (1957). 

The Illinois legislature, in its 1951 amendment to the annual tax sale 
provisions of the Revenue Act, directed that the new section be “liberally 
construed so that tax deeds herein provided for shall convey merchantable 
title.” 2 This mandate has now been followed. The principal case marks 
the culmination of a long struggle between the court and the legislature 
over merchantability of tax titles derived from annual tax sales. 

As a matter of legislative policy, effective means of collecting taxes must 
be provided. Liability for taxes is established by judicial determination, and 
the taxes due become a lien on the land in favor of the state.? If the owner 
remains obdurate, the legislature allows a third party to pay the delinquent 
taxes.t The third party is encouraged to assume the tax obligation either by 
the prospect of eventual ownership, or by the knowledge that should the 
owner exercise his right of redemption,® then the owner will be required to 
reimburse him for the tax payments and to pay him, as well, a handsome 
reward that is assessed as a penalty.* Thus, the interest of the state in secur- 
ing its revenues is protected. 

In the event that the owner does not redeem his property, the statute 
establishes procedures to place the land, unencumbered, back into the stream 
of commerce, by giving the tax purchaser merchantable title to the land.* 
When, however, the courts allow collateral attack on such tax deeds, then, 
as a matter of judicial policy, deeds which the statute intends to be mer- 
chantable are made unmerchantable, and the purchaser is thereby forced 
to regard his deed as merely an investment or cloud on the delinquent 
owner’s title. The legislative purpose of the provision is thereby frustrated.® 

There are three major methods of obtaining tax deeds in Illinois; ® each 
serves a different function. 

(1) The annual tax sale.° This method allows sale of property by the 
county collector for the amount of taxes adjudged to be due."! At the tax 
sale, the prospective purchasers bid, not upon a price to be paid for the land 
as in most auctions, but rather upon the amount which the delinquent owner 


2 Id. § 747. The same language also appears in § 716a (“Scavanger” Act). 

3Iuy. Rev. Star. c. 120, § 697 (1957). 

41d. § 726. 

5 Int. Const. art. IX, § 5; Inv. Rev. Srat. c. 120, § 734 (1957). 

6 Ixy. Rev. Stat. c. 120, §§ 697, 716a, 734 (1957). 

TId. § 697 (foreclosure sale), § 716a (“Scavenger” Act), § 747 (annual tax sale). 
8 See Cherin v. R. & C. Co., 11 Ill.2d 447, 452, 143 N.E.2d 235, 237 (1957). 


®For a general discussion of the Illinois tax sale and foreclosure process, see Har- 
bert, Tax Foreclosures and Tax Titles, 1952 U. Itt. L. Forum 209. 


10 Jrr, Rev. Stat. c. 120, § 719 (1957). 
11 Jd. § 724. 
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will be required to pay the tax purchaser as a “penalty” in order to redeem 
his land.!? The peculiarity of tax sale bidding is that the successful bidder 
is the one willing to accept the lowest redemption penalty. At the sale, 
the successful buyer pays the taxes due on the land 18 and is given a tax sale 
certificate which becomes the basis for his later claim for a tax deed.1* This 
is the normal method of securing payment of delinquent real property taxes. 
It provides a simple and speedy means of recovery by the state. Prior to 
1951, upon expiration of the redemption period, the holder of the certificate 
of purchase was entitled to a deed merely by satisfying the county clerk that 
he had complied with those sections of the statute relating to notice and 
payment of taxes accruing subsequent to purchase.!® 

(2) Tax foreclosures.® When the state has been unsuccessful in pro- 
curing a buyer at annual tax sales, and taxes have accumulated for two or 
more years, the state’s lien may be discharged by foreclosure through a 
judicial proceeding. In a foreclosure proceeding, the land is sold at public 
auction to the highest bidder and not merely for the amount of taxes due 
as in the annual tax sale. Theoretically, the price obtained represents the 
market value, so that any excess remaining after taxes have been deducted 
is returned to the owner. In practice, however, there is rarely any surplus, 
since tax-delinquent property almost always has a low present value. At 
expiration of the period of redemption, the usual practice is for the pur- 
chaser to go through the formality of asking for a tax deed, and for the 
county clerk to refuse it on the ground that the purchaser has not complied 
with the notice provisions of the statute.!7 The purchaser then petitions the 
court in which the foreclosure was conducted for an order directing the 
clerk to issue the deed.!* 

(3) The “Scavenger” Act.” This provision was created in a final effort 
to place land back into the market when no tax buyer could be found for 
ten or more years. It has attributes of both other methods. Like the annual 
tax sale, there is no judicial foreclosure; like the foreclosure proceeding, the 
land is sold to the highest bidder. After the period of redemption, the buyer 
can either get a deed from the county clerk (as in the pre-1951 tax sale pro- 
cedure) or else petition the county court to issue the deed. 

On collateral attack, deeds derived from foreclosure sales have tra- 
ditionally been held valid to convey merchantable title because the judicial 
control of the sale has always been considered adequate to protect the de- 


127d. § 726. 

13 [bid. 

14Jp,,. Rev. Stat. c. 120, § 729 (1957). 

15 Id. § 747 (1949). 

16 Jd, § 679 (1957). 

17 Harbert, supra note 9, at 220. 

18 Clark v. Zaleski, 253 Ill. 63, 97 N.E. 272 (1912). 
19TiL. Rev. Stat. c. 120, § 716a (1957). 
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linquent owner’s legitimate interests.2° However, whenever issuance of a 
deed is based on the act of the county clerk alone and without judicial 
scrutiny to guard the interests of the delinquent owner, requirements of 
exact performance of all procedural steps are imposed upon the purchaser.?! 
Any defect, however minute, results in a void tax deed.2?_ This type of con- 
struction as applied to the pre-1951 tax sale procedure effectively prevented 
the purchaser from getting merchantable title. A striking example of judicial 
interpretation which subverted the manifest intent of the legislature oc- 
curred in a recent case construing the “Scavenger” Act.?* Despite an ex- 
press legislative direction requiring liberal construction so as to produce 
merchantable title, the deed issuing from the county clerk without judicial 
decree was held void for failure to show whether the land was sold for gen- 
eral taxes or for special assessments. This holding, although consistent with 
the line of prior decisions in the annual tax sale cases, emphasized the likeli- 
hood that the court was concerned with a problem larger in scope than the 
adequacy of notices given in apprising the owner that he was about to lose 
his land. Although never explicitly stated, the court may well have had 
doubts as to the thoroughness of the county clerk’s examination into the 
accuracy of the purchaser’s affidavits that he had complied with the statute. 
In its 1951 amendment, the legislature attempted to satisfy these objections 
to the tax sale provision by establishing judicial control over the deed- 
issuing process.”4 

The principal case is the first to interpret the new section, and the court 
had little difficulty in departing from its former line of cases and in per- 


20 People v. Altman, 9 Ill.2d 277, 137 N.E.2d 357 (1956); Greenwald v. McCarthy, 
402 Ill. 135, 83 N.E.2d 491 (1948); Clark v. Zaleski, 253 Ill. 63, 97 N.E. 272 (1912). 


*1 Gage v. Bani, 141 U.S. 344, 12 Sup. Cr. 22 (1891); Thomas v. Durchslag, 404 
Ill. 581, 90 N.E.2d 200 (1950); Kepley v. Scully, 185 Ill. 52, 57 N.E. 187 (1900). The 
“Scavenger” Act was applied in like manner in Gaither v. Lager, 2 Ill.2d 293, 118 N.E.2d 
4 (1954). 


22 F.g., Gage v. Bani, supra note 17, where notice to the owner reciting “for taxes 
and special assessments” was held to make the tax deed void because notice did not 
show whether the tax sale was for general taxes or for special assessments. 


23 Gaither v. Lager, supra note 21; see Note, 1954 U. Itt. L. Forum 521. See 
also Sawicki v. Clemmons, 408 Ill. 55, 95 N.E.2d 875 (1950), where the “Scavenger” Act 
was strictly construed so as to prevent passage of merchantable title to the tax 
purchaser. 


24 “At any time within 5 months prior to the expiration of the time of redemption 
from the sale of any real estate for nonpayment of taxes or special assessments,. . . the 
purchaser or his assignee may file a petition in the county court in the same proceeding 
wherein the judgment of sale was entered upon which the sale was had, praying that 
the court direct the county clerk to issue a tax deed if the real estate shall not be 


redeemed from the sale. . . . If the time of redemption expires and . . . petitioner has 
complied with all provisions of the law entitling him to a deed, the court shall so 
find and shall enter an order directing the county clerk . .. to issue . . . a tax deed. 


. .. Tax deeds issued pursuant to this section shall be incontestable except by appeal..... 
This section shall be liberally construed so that tax deeds herein provided for shall 
convey mechantable title.” Int. Rev. Srat. c. 120, § 747 (1957). 
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mitting the decree of the county court to prevail over collateral attack on 
the tax sale deed. As a matter of statutory interpretation, there is little doubt 
that the decision is correct. The decisions under the old tax sale provisions 
were judicial legislation. However meritorious the court’s doubts may have 
been concerning the fairness to the delinquent owner of the former pro- 
cedure, the present one affords him more protection. It also aids the pur- 
chaser by adding the prestige of a judicial decree to the force of the deed. 
A question remains as to the scope of this decision. The result of every 
successful collateral attack is that the deed or judgment challenged is void. 
Since all statutory requirements were considered conditions precedent to the 
issuance of a valid deed, failure to comply with any provision would be fatal 
to a deed on collateral attack. By the holding of this case, collateral attack 
on the finding of a court that proper notices were given is precluded. Fur- 
thermore, it would seem that collateral attacks based on technical non- 
compliance with the statute, not likely to be unfair to the former owner, 
are also foreclosed by the decree and will not void the tax sale deed. The 
court indicates that in cases of collateral attack, the tax sale deed is to be 
given the same efficacy in conveying merchantable title as the tax fore- 
closure deed. If in the future courts follow the policy of this decision, tax 
sale deeds under the 1951 amendment may now be viewed with considerable 
confidence as conveying merchantable title. Furthermore, it would seem 
that tax deeds resulting from judicial proceedings under the “Scavenger” 
Act might well be given similar treatment. 
Davip K. ANDERSON 





AoE Sin PBR CR Oe it 

































UNIVERSITY OF ILLINOIS 
COLLEGE OF LAW 


THE FACULTY, 1957 
DAVID DODDS HENRY, Ph.D., LL.D. 
President of the University 
RUSSELL NEIL SULLIVAN, A.B., LL.B., LL.M. 
Dean and Professor of Law 
ALBERT JAMES HARNO 
Dean and Professor of Law Emeritus 
WALTER LEE SUMMERS 
Professor of Law Emeritus 
GEORGE WASHINGTON GOBLE 
Professor of Law Emeritus 
WILLIAM EVERETT BRITTON 
Professor of Law Emeritus 
GEORGE BATES WEISIGER 
Professor of Law Emeritus 
MERRILL ISAAC SCHNEBLY 
Professor of Law Emeritus 
HAROLD WRIGHT HOLT, A.B., LL.B., S.J.D. 
Professor of Law 
4 EDWARD WAITE CLEARY, A.B., J.D., J.S.D. 
fi Professor of Law 
KENNETH SMITH CARLSTON, M.A., LL.B. 
Professor of Law 
JAMES GLADWYN THOMAS, A.B., J.D. 
Professor of Law 
RUBIN GOODMAN COHN, AB., LL.B. 
Professor of Law 
JESSE NELSON YOUNG, B5S., LL.B. 
Professor of Law 
JOHN EDWARD CRIBBET, A.B., J.D. 
Professor of Law 
WYLIE H. DAVIS, A.B., LL.B., LL.M. 
Professor of Law 
EUGENE FRANCIS SCOLES, A.B., J.D., LL.M., J.S.D. 
Professor of Law 
ROBBEN WRIGHT FLEMING, A.B., LL.B. 
Professor of Law 
CHARLES HENRY BOWMAN, BS., LL.B., J.D. 
Professor of Law 
GEORGE THOMAS FRAMPTON, A.B., LL.B. 
Professor of Law 
WILLIAM DAVID WARREN, AB., J.D., J.S.D. 
Professor of Law 
VICTOR J. STONE, A.B., LL.B. 
Associate Professor of Law 
WILLIAM McINTYRE LEWERS, BS., J.D. 
Assistant Professor of Law (On leave of absence, 1957-58) 
ROBERT BROWNLOW LOOPER, M.A., LL.B., D.Phil. 
Assistant Professor of Law 
PAUL O. PROEHL, A.M., J.D. 
Assistant Professor of Law 
CHARLES MAYARD KNEIER, Ph.D., J.D. 
Professor of Political Science 


BERNITA JEWELL DAVIES, A.B., LL.B., B.S. (Lib.) 
Law Librarian and Associate Professor of Library Science 











RCI 5 


We ds 








From Waukegan to Cairo 


acclaimed as an outstanding authority 


Whether the problem on which your client 
seeks your advice involves “REAL PROPERTY 
SECURITY TRANSACTIONS” or some other 
question that could be equally intricate — 
YOU will be advised to consult 


I. LP. 


The Modern Illinois Law Encyclopedia 


Call Collect 


BURDETTE SMITH COMPANY 
111 W. Washington STate 2-6030 Chicago 





4° 9 


ee 2 ee XX 









